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THE  PRESIDENT'S  BUDGET  PROPOSALS  FOR 

FISCAL  YEAR  1994 


WEDNESDAY,  FEBRUARY  24,  1993 

House  of  Representatives, 

Committee  on  the  Budget, 

Washington,  DC. 

The  committee  met,  pursuant  to  notice,  at  9:36  a.m..  Room  210, 
Cannon  House  Office  Building,  Hon.  Martin  Olav  Sabo,  Chairman, 
presiding. 

Members  present:  Representatives  Sabo,  Beilenson,  Berman, 
Wise,  Bryant,  Stenholm,  Frank,  Slaughter.  Parker,  Coyne,  Mollo- 
han,  Gordon,  Price,  Costello,  Johnston,  Orton,  Blackwell,  Pomeroy, 
Kasich,  McMillan,  Kolbe,  Shays,  Snowe,  Herger,  Smith  of  Texas, 
Cox,  Allard,  Hobson,  Miller,  Lazio,  Franks,  Smith  of  Michigan, 
Inglis,  and  Hoke. 

Chairman  Sabo.  Good  morning. 

The  House  Budget  Committee  is  called  to  order  to  continue  our 
study  and  analysis  of  the  budget  proposal. 

Today,  Alan  Greenspan,  Chairman  of  the  Federal  Reserve 
System,  is  here  to  discuss  his  perspective  on  the  Clinton  proposal 
and  lend  his  insights  into  its  potential  impact  on  the  long-term  eco- 
nomic growth  of  our  Nation. 

We  welcome  you,  Mr.  Chairman. 

Clearly,  as  we  consider  the  various  fiscal  components  of  the 
President's  proposal,  we  must  not  forget  that  monetary  policy  will 
play  a  crucial  role  in  the  ultimate  success  of  the  Clinton  program 
and,  by  extension,  our  economic  future. 

As  such,  the  Federal  Reserve  must  continue  to  remain  sensitive 
to  the  forces  that  can  help  or  break  that  economic  recovery. 

To  date,  interest  rates  have  been  responding  very  favorably  to 
the  Clinton  economic  proposal.  Lower  interest  rates  and  less  expen- 
sive mortgages  alone  will  save  millions  of  American  families  hun- 
dreds of  dollars  each  year.  The  right  monetary  policy,  combined 
with  significant  spending  cuts,  are  two  of  the  forces  that  can  help 
keep  interest  rates  at  a  level  conducive  to  long-term  economic 
growth. 

But  lower  interest  costs  are  only  part  of  the  equation.  We  must 
also  take  measures  to  improve  access  to  credit  to  fuel  and  sustain 
the  blossoming  economic  recovery.  In  order  to  build  and  expand 
businesses,  to  build  and  buy  homes,  and  to  do  all  the  things  that 
are  part  of  long-term,  sustained  economic  growth,  worthy  borrow- 
ers need  access  to  adequate  credit. 
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Today,  I  look  forward  to  hearing  your  views  and  insights  into 
how  we  can  effectively  combine  monetary  policy  with  fiscal  policy 
to  achieve  our  goals. 

Welcome.  Mr.  Kasich,  any  opening  remarks? 

Mr.  Kasich.  Thank  you. 

Doctor,  I  look  forward  to  your  testimony  this  morning,  and  I 
want  to  say  that  I  was  very  pleased  last  night  to  hear  the  Presi- 
dent begin  to  now  talk  about  the  need  for  additional  spending  cuts 
in  this  package.  I  think,  as  you  know,  the  Republicans  have  been 
very  concerned  about  the  mix.  I  will  just  take  a  minute  during  my 
question  period  to  show  you  the  charts  that  we  have  been  dealing 
with. 

But  I  am  very  happy  that  the  President  now  appears  as  though 
he  is  willing  to  do  more  spending  cuts,  and  I  think  that  comes 
about  as  a  result  of  Republicans  making  their  arguments  and  very 
thoughtful  Democrats  who  have  said  there  needs  to  be  more. 

I  read  with  great  interest  this  morning  Mr.  Penny's  comments, 
leading  a  group  of  people  that  say  we  need  to  have  more  cuts.  But  I 
really  very  much  appreciate  you  taking  the  time  to  be  here  today. 

Mr.  Chairman,  before  we  get  into  the  testimony,  I  wonder  if  we 
could  just  do  a  couple  of  things  about  the  schedule,  because  now  we 
are  starting  to  hear  they  are  going  to  try  to  move  a  resolution  a  lot 
sooner  than  we  thought,  and  I  wondered  if  you  could  shed  a  little 
light  on  this. 

Chairman  Sabo.  Schedules  are  always  subjective.  Our  goal  would 
be  to  try  and  mark  up  2  weeks  from  today. 

Mr.  Kasich.  Two  weeks  from  today.  Would  there  be  any  flexibil- 
ity on  that  date?  I  mean  is  there  a  possibility  we  could  have  that 
delayed  maybe  an  extra  week,  so  that  we  could  go  3  weeks  from 
today  or  2y2  weeks  from  today? 

Chairman  Sabo.  At  this  point,  one  should  plan  on  2  weeks  from 
today. 

Mr.  Kasich.  The  difficulty  that  we  have  with  that  is  in  our  ef- 
forts to  try  to  put  forward  a  program  which  the  majority  has  been 
asking  us  to  do,  it  puts  us  in  real  tough  constraints  when  it  comes 
to  being  able  to  produce  a  full  document  based  on  that.  That  is  the 
concern  I  have.  I  don't  want  to  delay  the  process,  but  we  want  to  be 
in  a  position  to  be  able  to  put  forward  a  package  that,  in  fact,  you 
folks  might  find  reasonable. 

Yesterday,  we  had  Bentsen  say  that  if  you  have  additional  cuts, 
we  would  like  to  know  what  they  are,  and  we  want  to  get  them  to 
you.  But  if  we  are  going  to  mark  up  in  2  weeks,  that  puts  us  really 
behind  the  eight  ball  in  terms  of  being  part  of  the  process. 

Chairman  Sabo.  We  will  continue  to  visit,  but  that  is  our  goal. 

Mr.  Greenspan? 

STATEMENT  OF  HON.  ALAN  GREENSPAN,  CHAIRMAN,  BOARD  OF 
GOVERNORS,  FEDERAL  RESERVE  SYSTEM 

Mr.  Greenspan.  Thank  you  very  much,  Mr.  Chairman. 

I  very  much  appreciate  the  opportunity  to  meet  with  you  and  the 
members  of  your  committee  today,  especially  in  view  of  the  crucial 
budgetary  issues  now  before  the  Congress. 


Mr.  Chairman,  I  am  going  to  excerpt  from  my  prepared  remarks 
and  request  that  the  full  statement  be  included  in  the  record. 

Chairman  Sabo.  No  objection,  so  ordered. 

Mr.  Greenspan.  As  you  know 

Chairman  Sabo.  Excuse  me,  Mr.  Chairman. 

Before  you  start,  let  me  indicate  to  the  committee  that  Mr. 
Greenspan  has  to  leave  shortly  before  12  o'clock,  just  so  members 
are  aware  of  that  time  schedule. 

Excuse  me.  Thank  you. 

Mr.  Greenspan.  I  appreciate  your  courtesy  in  that  regard,  Mr. 
Chairman. 

As  you  know,  in  the  last  few  days,  I  have  given  detailed  testimo- 
ny on  the  conduct  of  monetary  policy  in  1992  and  our  plans  for 
1993.  Accordingly,  I  shall  be  rather  general  today  in  discussing 
monetary  policy,  focusing  instead  on  the  economic  outlook  and  the 
relationship  between  fiscal  policy  and  monetary  policy. 

To  provide  some  background  for  discussion  on  future  monetary 
and  fiscal  policies,  however,  I  would  like  to  review  briefly  recent 
economic  developments  and  the  conduct  of  monetary  policy. 

Our  economy  has  experienced  considerable  impediments  to 
growth  in  the  last  few  years.  In  my  view,  adjustments  to  certain 
imbalances  and  structural  changes  in  the  economy  have  been  im- 
portant causes  of  the  sluggish  performance  of  the  economy  until  re- 
cently. 

As  I  have  often  noted,  balance  sheet  adjustments  have  been  a 
key  element.  By  the  late  1980's,  balance  sheets  had  been  weakened 
appreciably  by  the  large  runup  in  debt  over  the  previous  7  years  or 
so.  But,  in  addition,  actual  declines  in  asset  prices — particularly  in 
commercial  real  estate  prices,  but  in  many  locales,  in  housing 
prices  as  well — unambiguously  signaled  a  serious  imbalance  be- 
tween demands  and  supplies  for  certain  structures.  These  declines, 
in  turn,  represented  a  significant  reduction  in  the  wealth  of  many 
firms  and  households.  These  entities  and  many  others  who  experi- 
enced difficulties  servicing  debt  typically  responded  by  restraining 
expenditures  on  real  goods  and  services,  reducing  the  forward  mo- 
mentum of  the  economy. 

The  difficulties  of  borrowers  and  declines  in  real  estate  values 
spilled  over  into  the  financial  institutions  that  financed  such  pur- 
chases. With  loan  losses  mounting  and  under  pressure  from  the 
markets  and  regulators  to  improve  their  capital  ratios,  those  insti- 
tutions tightened  terms  and  standards  on  many  types  of  loans.  The 
reduced  availability  of  credit  limited  the  ability  of  certain  smaller- 
and  medium-sized  firms  to  expand,  and  contributed  to  the  weaken- 
ing of  the  economy. 

Following  the  invasion  of  Kuwait  and  the  associated  jump  in  oil 
prices  and  drop  in  confidence,  a  recession  began.  From  peak  to 
trough,  real  gross  domestic  product  declined  by  2^4  percent. 

Although  an  economic  recovery  began  in  the  spring  of  1991,  it 
was  obviously  rather  anemic.  Some  of  the  factors  that  had  earlier 
weakened  the  economy  continued  to  weigh  on  aggregate  demand, 
particularly  efforts  by  businesses  and  households  to  bring  down 
debt  burdens,  the  reduced  availability  of  business  credit,  and  the 
hangover  in  the  commercial  real  estate  sector.  With  real  gross  do- 
mestic product  growth  below  the  expansion  of  the  economy's  poten- 


tial    to    produce,    unemployment   continued   to    rise    substantially 
during  the  first  five  quarters  of  the  recovery. 

More  recently,  however,  the  expansion  has  shown  somewhat 
more  vigor.  Real  GDP  rose  at  a  3V2  percent  rate  in  the  third  quar- 
ter and  is  currently  estimated  to  have  increased  at  a  3%  percent 
rate  in  the  fourth  quarter.  And  data  that  have  become  available 
since  this  estimate  was  prepared  suggest  that  the  fourth  quarter 
growth  could  well  be  revised  up  substantially.  Half-way  through 
the  first  quarter,  we  appear  to  be  growing  at  a  somewhat  slower 
pace  than  in  the  second  half  of  last  year. 

The  stronger  pace  of  economic  growth  has  aided  the  employment 
picture  somewhat.  While  payroll  employment  fluctuated  over  1992, 
on  balance,  it  rose  during  the  year  for  the  first  time  since  1989. 
Over  the  second  half  of  the  year,  the  number  of  unemployed  per- 
sons declined  appreciably,  and  the  unemployment  rate  moved  down 
to  7.3  percent.  In  January,  the  rate  edged  down  further  to  7.1  per- 
cent. Still,  it  obviously  has  remained  quite  high. 

The  modest  gains  in  employment  and  the  continued  high  unem- 
ployment rate  reflect,  in  part,  determined  efforts  by  firms  to  limit 
costs  and  boost  productivity  in  an  environment  of  intense  domestic 
and  foreign  competition.  Many  firms  have  taken  measures  to  boost 
profitability  by  shrinking  their  workforces,  closing  down  unprofit- 
able units  and  employing  recent  advances  in  computing  and  com- 
munications technology  more  effectively.  As  a  result,  labor  produc- 
tivity has  shown  remarkable  gains  recently. 

The  substantial  slack  in  labor  markets  and  improvements  in  pro- 
ductivity growth  have  contributed  to  downward  pressure  on  the  in- 
flation rate. 

In  the  circumstances  of  hesitant  economic  growth  and  downward 
pressures  on  inflation,  monetary  policy  in  1992  was  directed  at  fos- 
tering a  more  vigorous,  but  sustainable,  rebound,  consistent  with 
progress  toward  price  stability.  The  Federal  Reserve,  extending  a 
series  of  policy  moves  that  began  in  mid-1989,  eased  policy  a 
number  of  times  in  1992.  These  actions  helped  intermediate-  and 
long-term  interest  rates  to  move  lower. 

The  declines  in  intermediate-  and  long-term  interest  rates,  in 
turn,  have  helped  foster  significant  balance  sheet  restructuring  by 
households  and  by  business  firms. 

Financial  institutions  also  have  strengthened  their  financial  posi- 
tions. With  their  position  more  secure  and  the  economy  firming, 
banks  no  longer  tightened  business  lending  terms  and  standards  in 
1992.  However,  very  little,  if  any,  easing  of  lending  conditions  oc- 
curred, either,  and  credit  remained  somewhat  difficult  for  smaller 
firms  to  obtain. 

The  less  accommodative  stance  of  banks,  as  well  as  the  reluc- 
tance of  firms  and  households  to  take  on  debt  and  the  focus  of  bor- 
rowing on  long-term  markets  has  resulted  in  a  rechanneling  of 
credit  flows  outside  of  depository  institutions.  This  rechanneling,  in 
turn,  has  markedly  affected  the  behavior  of  the  monetary  aggre- 
gates in  relation  to  income. 

The  relatively  slow  growth  of  the  broad  monetary  aggregates  in 
1992  was  associated  with  much  brisker  growth  of  nominal  inconie; 
that  is,  velocity  increased  considerably.  A  number  of  factors  dis- 
cussed in  detail  in  our  recent  Humphrey-Hawkins  report  appeared 


to  contribute  to  the  strength  in  income  relative  to  money  growth. 
The  net  impact  of  these  developments  is  that  the  economy  was  able 
to  grow  at  a  fairly  good  pace,  particularly  in  the  second  half  of  the 
year,  despite  very  slow  money  growth. 

Many  of  the  factors  that  contributed  to  the  unusual  strength  of 
velocity  in  1992  appear  likely  to  continue  this  year.  Accordingly, 
the  Federal  Open  Market  Committee  has  decided  to  lower  the 
target  ranges  for  the  monetary  aggregates  by  one-half  percentage 
point.  The  lower  ranges  do  not  indicate  a  change  in  the  Federal  Re- 
serve's monetary  policy.  Rather,  they  are  a  result  of  technical  fac- 
tors that  are  altering  the  money-income  relationship. 

Some  of  the  same  uncertainties  that  have  affected  the  money- 
income  relationship  also  influence  the  outlook  for  income  growth 
itself,  including  those  regarding  credit  availability  and  attitudes  of 
borrowers  towards  credit.  The  effects  of  these  factors  in  limiting 
economic  growth  may  be  slowly  ebbing. 

Still,  borrowers  and  lenders  alike  in  the  last  few  years  have 
become  a  good  deal  more  cautious  about  the  use  of  credit.  This  de- 
velopment, while  restraining  aggregate  demand  in  the  short  run,  is 
likely  to  contribute  to  the  sustainability  of  the  expansion  over  the 
longer  run. 

The  Federal  Reserve  is  working  closely  with  other  banking  regu- 
lators to  insure  that  undue  impediments  to  credit  flows  are  re- 
moved. In  addition,  we  continue  to  monitor  indicators  of  the  avail- 
ability of  credit  and  take  them  into  account  in  formulating  mone- 
tary policy.  They  have  been  an  important  factor  behind  our  meas- 
ures to  reduce  short-term  interest  rates  in  the  past  few  years,  and 
our  reductions  in  reserve  requirements  were  intended  to  reduce  de- 
pository institutions'  costs  and  foster  a  better  flow  of  credit. 

Impediments  to  growth  remain,  but  they  have  diminished  signifi- 
cantly. Against  this  background,  the  central  tendency  of  the  Gover- 
nors and  the  Federal  Reserve  Bank  President's  forecast  is  for  real 
GDP  to  expand  at  a  3  to  3^4  percent  rate  in  1993.  This  growth 
would  be  expected  to  be  associated  with  some  decline  in  the  unem- 
ployment rate.  Inflation  is  expected  to  remain  well  contained. 

Looking  ahead,  the  strategy  of  monetary  policy  will  be  to  provide 
sufficient  liquidity  to  support  the  economic  expansion,  while  con- 
taining inflationary  pressures.  The  existing  slack  implies  that  the 
economy  can  grow  more  rapidly  than  potential  GDP  for  a  time, 
permitting  further  reductions  in  the  unemployment  rate,  even 
while  further  progress  towards  price  stability  is  made. 

As  I  have  often  emphasized,  monetary  policy,  by  achieving  and 
maintaining  price  stability,  can  foster  a  stable  economic  and  finan- 
cial environment  that  is  conducive  to  private  economic  planning, 
savings,  investment  and  productivity  and  economic  growth. 

Fiscal  policy  also  can  make  an  important  contribution  toward  en- 
hancing the  ability  of  our  economy  to  produce  rising  living  stand- 
ards. The  case  for  bringing  down  the  structural  budget  deficit  is 
compelling.  The  deficit  has  for  some  time  been  eroding  the  founda- 
tions of  our  economic  strength.  Pressures  on  credit  markets  result- 
ing from  large  Federal  deficits  have  led  to  high  real  interest  rates, 
which  in  turn  have  curtailed  investment  in  productive  plant  and 
equipment  that  would  have  boosted  growth  in  real  wages  and 
output.  The  Federal  budget  deficits  are  of  particular  concern  be- 


cause  they  have  occurred  in  the  context  of  very  low  private  saving 
and  have  contributed  to  a  large  current  account  deficit. 

Substantial  reductions  in  structural  budget  deficits,  conversely, 
would  confer  appreciable  benefits  on  the  economy.  The  absorption 
of  private  savings  by  the  government  would  be  reduced.  Concerns 
about  the  government's  future  claim  on  real  resources  would  be 
lowered,  and  inflation  expectations  might  well  decline.  As  a  result, 
nominal  and  real  intermediate-  and  long-term  interest  rates  would 
be  substantially  lower  than  otherwise.  The  lower  level  of  real  inter- 
est rates  would  encourage  capital  formation  in  the  private  sector, 
particularly  investment  in  longer-life  capital,  and  would  boost  pro- 
ductivity growth  and  real  incomes. 

The  President  of  the  United  States,  as  I  have  indicated  earlier,  is 
to  be  commended  for  placing  on  the  table  a  serious  proposal  for  the 
reduction  of  structural  budgetary  deficits.  Discussion  about  this 
proposal  and  alternatives  to  it  had  already  begun  in  the  Congress 
and  in  public  forums  across  the  country. 

The  debate  will  be  intensely  political  in  the  best  sense  of  the 
word,  and  identifying  what  is  in  the  long-term  interest  of  the  coun- 
try will  not  be  easy.  But  reducing  the  structural  deficit  is  crucial 
and  action  must  be  taken  now.  Postponing  such  action  would  only 
extend  the  pattern  of  sluggish  growth  of  the  capital  stock,  and  with 
incomes  and  living  standards  lagging,  would  ultimately  make  it 
even  more  difficult  to  engage  in  the  programmatic  actions  that  are 
necessary. 

I  have  recently  articulated  certain  key  points  that  I  believe  are 
useful  to  keep  in  mind  in  evaluating  alternative  fiscal  approaches. 
Let  me  repeat  them. 

First,  current  services  outlays  under  present  law  rise  faster  than 
the  tax  base  and  would  thus  require  ever-increasing  tax  rates 
simply  to  keep  the  budget  deficit  as  a  percent  of  nominal  income 
from  beginning  to  rise  again  after  the  mid  1990's.  Such  tax  rate  in- 
creases could  stifle  incentives  and  dampen  economic  growth  and, 
incidentally,  tax  revenues,  as  well.  Hence,  there  is  no  alternative  to 
achieving  much  slower  growth  of  health-related  and  other  outlays 
in  the  outyears. 

Second,  we  can  no  longer  afford  to  hope  to  inflate  or  grow  our 
way  out  of  structural  budget  deficits.  Given  the  explicit  and  implic- 
it indexing  of  receipts  and  expenditures,  higher  inflation  would  not 
reduce  the  deficit,  and  even  under  optimistic  assumptions  regard- 
ing productivity  growth,  budget  deficits  would  remain  massive. 

Finally,  I  find  misplaced  the  fear  that  deficit  reduction  would  be 
overdone  and  create  an  undesirable  degree  of  "fiscal  drag."  It 
seems  to  me  highly  unlikely  that,  in  the  current  political  environ- 
ment, the  Congress  and  the  administration  would  cut  too  much  too 
soon  from  the  deficit.  Moreover,  given  the  lags  in  the  impact  of 
changes  in  fiscal  programs  on  the  economy,  a  program  oriented 
toward  fiscal  consolidation  is  unlikely  to  have  significant  restrain- 
ing effects  on  the  economy  in  the  near  term.  Indeed,  the  Presi- 
dent's proposal  would  likely  involve  a  modest  degree  of  fiscal  stim- 
ulus over  the  first  year. 

At  this  pivotal  moment,  I  should  emphasize  that  the  Federal  Re- 
serve shares  with  the  Congress  and  the  administration  the  goal  of 
maximum  sustainable  economic  growth.  I  assure  you  that  the  Fed- 


eral  Reserve  will  do  its  part  to  support  your  efforts.  We  at  the  Fed- 
eral Reserve  intend  to  continue  to  foster  the  economic  expansion  in 
the  near  term,  while  using  the  tools  at  our  disposal  to  promote  a 
financial  environment  conducive  to  sustainable  long-term  growth. 
Fiscal  policymakers,  in  turn,  by  taking  difficult  but  necessary 
measures  to  reduce  the  structural  deficit  now,  can  enhance  the 
growth  of  the  economy  and  promote  rising  living  standards  for  the 
American  people  for  years  to  come. 

Thank  you  very  much,  Mr.  Chairman. 

[The  prepared  statement  of  Hon.  Alan  Greenspan  follows:] 

Prepared  Statement  of  Hon.  Alan  Greenspan,  Chairman,  Board  of  Governors 

OF  THE  Federal  Reserve  System 

Mr.  Chairman  and  members  of  the  Committee,  I  very  much  appreciate  the  oppor- 
tunity to  meet  with  you  today,  especially  in  view  of  the  crucial  budgetary  issues 
now  before  the  Congress.  As  you  know  in  the  last  few  days  I  have  given  detailed 
testimony  on  the  conduct  of  monetary  policy  in  1992  and  our  plans  for  1993.  Accord- 
ingly, I  shall  be  rather  general  today  in  discussing  monetary  policy,  focusing  instead 
on  the  economic  outlook  and  the  relationship  between  fiscal  policy  and  monetary 
policy. 

Our  economy  recently  has  made  considerable  progress  in  overcoming  structural 
imbalances  and  improving  the  prospects  for  sustainable  long-run  growth.  The  Feder- 
al Reserve  has  contributed  to  this  progress  by  easing  the  stance  of  monetary  policy 
in  a  measured  fashion  and  thus  helping  to  encourage  appreciable  declines  in  long- 
term  interest  rates.  As  I  will  be  discussing,  considerable  imbalances  in  the  economy 
remain,  and  the  uncertainties  are  sizable.  But  on  balance,  the  prospects  are  reason- 
ably good  for  continued  economic  growth  and  declines  in  unemployment  in  1993.  We 
at  the  Federal  Reserve  intend  to  continue  to  conduct  policy  in  such  a  way  as  to  sup- 
port the  economic  expansion  while  containing  inflation  and  making  further  progress 
toward  price  stability.  This  policy  approach  should  help  to  promote  sustainable  long- 
term  growth  of  our  economy. 

Fiscal  policy  similarly  can  contribute  to  sustainable  and  robust  economic  growth. 
The  President's  budget  proposals  have  prompted  anticipation  in  the  markets  that 
there  will  be  genuine  progress  in  the  reduction  of  Federal  budget  deficits.  This  an- 
ticipation has  been  the  most  important  factor  behind  the  very  significant  recent  de- 
clines in  intermediate-  and  long-term  interest  rates.  These  lower  rates  are  a  striking 
reminder  that  reducing  Federal  deficits  will  free  up  private  savings,  reduce  the  cost 
of  credit  to  private  borrowers,  and  encourage  accumulation  of  capital  that  will  help 
to  enhance  growth  in  the  future. 

To  provide  some  background  for  discussion  of  future  monetary  and  fiscal  policies. 
I  would  first  like  to  review  recent  economic  developments  and  the  conduct  of  mone- 
tary policy.  I  will  then  turn  to  the  economic  outlook  and  our  monetary  policy  plans 
for  1993,  and  conclude  with  some  comments  on  fiscal  policy  and  its  relationship 
with  monetary  policy. 

Recent  Economic  Developments 

Our  economy  has  experienced  considerable  impediments  to  growth  in  the  last  few 
years.  In  my  view,  adjustments  to  certain  imbalances  and  structural  changes  in  the 
economy  have  been  important  causes  of  the  sluggish  performance  of  the  economy 
until  recently. 

As  I  have  often  noted,  balance  sheet  adjustments  have  been  a  key  element.  By  the 
late  1980's,  balance  sheets  had  been  weakened  appreciably  by  the  large  runup  in 
debt  over  the  previous  seven  years  or  so.  But  in  addition,  actual  declines  in  asset 
prices — particularly  in  commercial  real  estate  prices  but,  in  many  locales,  in  hous- 
ing prices  as  well — unambiguously  signalled  a  serious  imbalance  between  demands 
and  supplies  for  certain  structures.  These  declines,  in  turn,  represented  a  significant 
reduction  in  the  wealth  of  many  firms  and  households.  These  entities,  and  many 
others  who  experienced  difficulties  servicing  debt,  typically  responded  by  restrain- 
ing expenditures  on  real  goods  and  services,  reducing  the  forward  momentum  of  the 
economy. 

The  difficulties  of  borrowers  and  declines  in  real  estate  values  spilled  over  onto 
the  financial  institutions  that  financed  such  purchases.  With  loan  losses  mounting 
and  under  pressure  from  the  markets  and  regulators  to  improve  their  capital  ratios, 
those  institutions  tightened  terms  and  standards  on  many  types  of  loans.  The  re- 
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duced  availability  of  credit  limited  the  ability  of  certain  smaller  and  medium-sized 
firms  to  expand,  and  contributed  to  the  weakening  of  the  economy. 

Following  the  invasion  of  Kuwait  and  the  associated  jump  in  oil  prices  and  drop 
in  confidence,  a  recession  began.  From  peak  to  trough,  real  gross  domestic  product 
declined  2V4  percent.  Total  employment  declined  considerably,  industrial  production 
fell,  and  capacity  utilization  dropped. 

Although  an  economic  recovery  began  in  the  spring  of  1991,  it  was  rather  anemic. 
Some  of  the  factors  that  had  earlier  weakened  the  economy  continued  to  weigh  on 
aggregate  demand,  particularly  efforts  by  businesses  and  households  to  bring  down 
debt  burdens,  the  reduced  availability  of  business  credit,  and  the  hangover  in  the 
commercial  real  estate  sector.  In  addition,  state  and  local  governments,  faced  with  a 
recession-induced  decline  in  revenues,  retrenched.  And  real  Federal  defense  pur- 
chases, after  peaking  in  1987,  have  moved  down  considerably,  depressing  demand 
further.  As  a  result,  real  GDP  expanded  at  only  a  1.6  percent  average  annual  rate 
during  the  first  five  quarters  of  the  recovery.  With  real  GDP  growth  below  the  ex- 
pansion of  the  economy's  potential  to  produce,  unemployment  continued  to  rise  sub- 
stantially. 

More  recently,  however,  the  expansion  has  shown  somewhat  more  vigor.  Real 
GDP  rose  at  a  3  ¥2  percent  rate  in  the  third  quarter  and  is  currently  estimated  to 
have  increased  at  a  3%  percent  rate  in  the  fourth  quarter.  And  data  that  have 
become  available  since  this  estimate  was  prepared  suggest  that  the  fourth-quarter 
growth  could  well  be  revised  up  substantially.  Halfway  through  the  first  quarter,  we 
appear  to  be  growing  at  a  somewhat  slower  pace  than  in  the  second  half  of  last 
year. 

The  stronger  pace  of  economic  growth  has  aided  the  employment  picture  some- 
what. While  payroll  employment  fluctuated  over  1992,  on  balance  it  rose  during  the 
year  for  the  first  time  since  1989.  Nevertheless,  unemployment  remained  a  serious 
problem.  The  number  of  unemployed  persons  rose  considerably  in  the  first  half  of 
1992,  despite  a  moderate  gain  in  GDP,  and  the  unemployment  rate  climbed  to  7% 
percent  by  midyear.  Over  the  second  half  of  the  year,  the  number  of  unemployed 
persons  declined  appreciably,  and  the  unemployment  rate  moved  down  to  7.3  per- 
cent. In  January,  the  rate  edged  down  further  to  7.1  percent. 

The  modest  gains  in  employment  and  the  continuing  high  unemployment  rate  re- 
flect, in  part,  determined  efforts  by  firms  to  limit  costs  and  boost  productivity  in  an 
environment  of  intense  domestic  and  foreign  competition.  Many  firms  have  taken 
measures  to  boost  profitability  by  shrinking  their  workforces,  closing  down  unprofit- 
able units,  and  employing  recent  advances  in  computing  and  communications  tech- 
nology more  effectively.  As  a  result,  labor  productivity  has  shown  remarkable  gains 
recently.  For  example,  output  per  hour  in  the  nonfarm  business  sector  surged  3  per- 
cent in  1992,  the  strongest  gain  since  1975. 

The  substantial  slack  in  labor  markets  and  improvements  in  productivity  growth 
have  contributed  to  downward  pressure  on  the  inflation  rate.  The  consumer  price 
index  rose  just  3  percent  in  1992,  and  excluding  volatile  food  and  energy  prices,  the 
increase  was  the  lowest  in  twenty  years.  Inflation  expectations,  while  lagging  some- 
what actual  inflation  developments,  have  moved  down  gradually. 

Recent  Monetary  Policy 

In  the  circumstances  of  hesitant  economic  growth  and  downward  pressures  on  in- 
flation, monetary  policy  in  1992  was  directed  at  fostering  a  more  vigorous,  but  sus- 
tainable, rebound,  consistent  with  progress  toward  price  stability.  The  Federal  Re- 
serve, extending  a  series  of  policy  moves  that  began  in  mid-1989,  eased  policy  a 
number  of  times  in  1992.  We  reduced  the  Federal  funds  rate  by  a  total  of  1  percent- 
age point  by  providing  additional  bank  reserves  and  by  reducing  the  discount  rate. 
In  addition,  we  again  lowered  reserve  requirements  for  depository  institutions. 

These  actions  helped  intermediate-  and  long-term  interest  rates  move  lower. 
During  1992,  the  yield  on  long-term  Treasury  bonds  averaged  nearly  V2  percentage 
point  lower  than  in  the  previous  year.  In  the  last  few  weeks,  these  reductions  have 
been  extended,  bringing  the  rate  on  long-term  Treasuries  below  7  percent— the 
lowest  since  the  early  1970's. 

The  declines  in  intermediate-  and  long-term  interest  rates  have  helped  foster  sig- 
nificant balance  sheet  restructuring  by  households  and  by  business  firms.  Low  mort- 
gage rates  have  encouraged  many  households  to  refinance  existing  mortgage  debt, 
and  some  have  used  the  opportunity  to  tap  into  home  equity  to  pay  off  consumer 
credit.  Lower  interest  rates  on  mortgage  as  well  as  consumer  credit,  combined  with 
more  moderate  growth  of  household  debt,  have  resulted  in  a  considerable  reduction 
in  household  debt  service  payments  since  their  1990-1991  peak.  The  lower  levels  of 
long-term  interest  rates  also  have  helped  buoy  house  prices  as  well  as  stock  prices. 


These  factors  may  well  have  contributed  to  the  substantial  acceleration  in  personal 
consumption  expenditures  over  the  second  half  of  1!)92. 

In  the  business  sector,  balance  sheet  restructuring  activity  has  been  encouraged 
by  the  high  level  of  stock  prices  as  well  as  relatively  low  long-term  interest  rates. 
Nonfmancial  corporations  stepped  up  their  issuance  of  equity  shares  and  bonds  last 
year.  These  issues  frequently  were  used  to  pay  down  bank  debt  as  well  as  bonds 
carrying  relatively  high  interest  rates,  and  thus  helped  lengthen  liability  structures 
while  reducing  the  interest  cost  of  debt.  In  the  nonfinancial  business  sector,  net  in- 
terest payments  as  a  percent  of  cash  flow  are  estimated  to  have  reversed  roughly 
two-thirds  of  the  runup  that  occurred  during  the  previous  economic  expansion. 

Financial  institutions  also  strengthened  their  financial  positions.  Commercial 
banks,  for  instance,  considerably  bolstered  their  risk-based  and  total  capital  ratios. 
In  addition,  their  liquidity  increased  substantially  as  a  result  of  their  purchases  of  a 
large  volume  of  Treasury  and  mortgage-backed  securities.  With  their  financial  posi- 
tion more  secure  and  the  economy  firming,  banks  no  longer  tightened  business  lend- 
ing terms  and  standards  in  1992;  however,  very  little,  if  any,  easing  of  lending  condi- 
tions occurred  either,  and  credit  remained  somewhat  difficult  for  smaller  firms  to 
obtain. 

The  less  accommodative  stance  of  banks  as  well  as  the  reluctance  of  firms  and 
households  to  take  on  debt  and  the  focus  of  borrowing  on  long-term  markets  has 
resulted  in  a  rechanneling  of  credit  flows  outside  of  depository  institutions.  This  re- 
channeling,  in  turn,  has  markedly  affected  the  behavior  of  the  monetary  aggregates 
in  relation  to  income.  Both  M2  and  M3  expanded  very  sluggishly  in  1992,  leaving 
both  aggregates  V2  percentage  point  below  the  ranges  set  by  the  Federal  Open 
Market  Committee.  Domestic  nonfmancial  sector  debt,  by  contrast,  expanded  appre- 
ciably more  quickly,  4V2  percent,  leaving  this  aggregate  at  the  bottom  of  its  range. 

The  relatively  slow  growth  of  the  broad  monetary  aggregates  in  1992  was  associat- 
ed with  much  brisker  growth  of  nominal  income;  that  is,  velocity  increased  consider- 
ably. A  number  of  factors  appeared  to  contribute  to  the  strength  in  income  relative 
to  money  growth.  The  steep  yield  curve  encouraged  households  to  shift  funds  from 
deposits  into  longer-term  instruments,  especially  bond  and  stock  mutual  funds.  In 
addition,  interest  rate  incentives  encouraged  some  households  to  use  deposit  bal- 
ances to  pay  off  or  avoid  taking  on  additional  debt.  Much  of  business  and  household 
borrowing  was  funded  in  the  open  markets,  either  through  direct  issuance  of  securi- 
ties, in  the  case  of  businesses,  or  through  issuance  by  banks  and  thrifts  of  securities 
backed  by  mortgage  and  consumer  debt.  Depository  institutions  generally  sought  to 
restrain  growth  in  their  balance  sheets  as  a  result  of  market  and  regulatory  factors. 
Although  some  small  businesses  continued  to  experience  unusual  difficulties  in  ob- 
taining credit,  most  other  sectors  remained  able  to  tap  credit,  and  thus  the  restraint 
on  credit  by  banking  institutions  had  only  a  modest  negative  impact  on  the  overall 
economy.  The  net  impact  of  these  developments  is  that  the  economy  was  able  to 
grow  at  a  fairly  good  pace,  particularly  in  the  second  half  of  the  year,  despite  very 
slow  money  growth. 

Economic  Outlook  and  Monetary  Policy  Plans  for  1993 

Many  of  the  factors  that  contributed  to  the  unusual  strength  of  velocity  in  1992 
appear  likely  to  continue  this  year.  Accordingly,  the  Federal  Open  Market  Commit- 
tee has  decided  to  lower  the  target  ranges  for  the  monetary  aggregates  by  ^2  per- 
centage point.  The  new  range  for  M2  is  2  to  6  percent,  and  that  for  M3  is  V2  to  4 1/2 
percent.  The  lower  ranges  do  not  indicate  a  change  in  the  Federal  Reserve's  mone- 
tary policy.  Rather,  they  are  a  result  of  technical  factors  that  are  altering  the 
money-income  relationship.  This  view  is  reflected  in  the  FOMC's  decision  to  leave 
the  range  for  domestic  nonfinancial  sector  debt  unchanged  at  AV2  to  SVb  percent. 

Although  we  have  made  some  progress  in  understanding  the  factors  that  recently 
have  affected  money  growth,  considerable  uncertainties  regarding  the  money- 
income  relationship  remain.  The  upper  ends  of  the  monetary  ranges  provide  sub- 
stantial room  for  more  rapid  money  growth  should  velocity  tend  to  return  to  previ- 
ous patterns,  while  growth  in  the  lower  parts  of  the  ranges  could  be  appropriate 
should  velocity  continue  to  strengthen. 

Some  of  the  same  uncertainties  that  affect  the  money-income  relationship  also 
affect  the  outlook  for  income  growth  itself,  including  those  regarding  credit  avail- 
ability and  attitudes  of  borrowers  toward  credit.  The  effects  of  these  factors  in  limit- 
ing economic  growth  may  be  slowly  ebbing.  As  I  noted  earlier,  households,  firms, 
and  financial  institutions  have  made  considerable  progress  in  cleaning  up  their  bal- 
ance sheets,  which  should  help  to  reduce  impediments  to  the  flow  of  credit.  Still, 
borrowers  and  lenders  alike  in  the  last  few  years  have  become  a  good  deal  more 
cautious   about   the   use   of  credit;   this  development,   while   restraining  aggregate 
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demand  in  the  short  run,  is  hkely  to  contribute  to  the  sustainability  of  the  expan- 
sion over  the  longer  term. 

A  rebound  in  commercial  real  estate  construction  is  still  several  years  off.  Howev- 
er, there  are  some  signs  that  prices  of  commercial  real  estate  are  bottoming  in  cer- 
tain areas.  If  this  proves  to  be  the  case,  it  could  bode  well  for  borrowing  on  the  basis 
of  real  estate  collateral.  Loan  officers  are  likely  to  remain  chary  about  extending 
such  loans  as  long  as  declining  prices  and  illiquid  real  estate  markets  make  it  diffi- 
cult to  assess  the  future  value  of  collateral.  But  as  uncertainties  about  loan  losses 
and  capital  positions  ebb,  banks  are  likely  to  become  gradually  more  willing  to 
extend  credit  generally. 

The  Federal  Reserve  is  working  closely  with  other  banking  regulators  to  ensure 
that  undue  impediments  to  credit  flows  are  removed.  In  addition,  we  continue  to 
monitor  indicators  of  the  availability  of  credit  and  take  them  into  account  in  formu- 
lating monetary  policy.  They  have  been  an  important  factor  behind  our  measures  to 
reduce  short-term  interest  rates  in  the  past  few  years,  and  our  reductions  in  reserve 
requirements  were  intended  to  reduce  depository  institutions'  costs  and  foster  a 
better  flow  of  credit. 

The  improvements  in  household  balance  sheets  probably  supported  the  gains  in 
consumption  spending  in  the  second  half  of  1992.  Declines  in  the  unemployment 
rate,  by  fostering  a  sense  of  a  stabilizing  jobs  situation,  may  also  have  played  a  role. 
Going  forward,  the  employment  picture  will  probably  continue  to  be  an  important 
factor  governing  the  pace  of  consumption  spending.  It  is  possible  that  the  recent 
strong  gains  in  productivity  will  be  extended  and  may  damp  employment  growth 
temporarily.  But  productivity  growth  will  boost  real  wages  over  time  and  contribute 
to  rising  living  standards  of  our  citizens. 

Certain  other  factors  will  probably  continue  to  restrain  growth  of  the  economy  in 
1993.  These  factors  include  the  budgetary  problems  of  state  and  local  governments, 
the  downsizing  of  the  defense  sector,  and  slow  growth  or  recession  in  the  economies 
of  some  of  our  major  trading  partners.  Those  regions  of  the  country  that  have  par- 
ticular concentrations  of  defense-related  employment  may  continue  to  experience 
soft  conditions  during  1993. 

Impediments  to  growth  thus  remain,  but  they  have  diminished  significantly. 
Against  this  background,  the  central  tendency  of  the  governors  and  Federal  Reserve 
Bank  presidents'  forecasts  is  for  real  GDP  to  expand  at  a  3  to  3^/4  percent  in  1993. 
This  growth  would  be  expected  to  be  associated  with  some  decline  in  the  unemploy- 
ment rate.  Inflation  is  expected  to  remain  well  contained. 

Looking  ahead,  the  strategy  of  monetary  policy  will  be  to  provide  sufficient  liquid- 
ity to  support  the  economic  expansion  while  containing  inflationary  pressures.  The 
existing  slack  implies  that  the  economy  can  grow  more  rapidly  than  potential  GDP 
for  a  time,  permitting  further  reductions  in  the  unemployment  rate  even  while  fur- 
ther progress  toward  price  stability  is  made.  As  I  have  often  emphasized,  monetary 
policy,  by  achieving  and  maintaining  price  stability,  can  foster  a  stable  economic 
and  financial  environment  that  is  conducive  to  private  economic  planning,  savings, 
investment,  and  productivity  and  economic  growth.  In  light  of  the  uncertainties  in 
the  economic  outlook  and  in  the  relationship  between  the  monetary  aggregates  and 
the  economy,  the  Federal  Reserve  will  need  to  continue  to  monitor  carefully  a  varie- 
ty of  economic  and  financial  indicators  in  conducting  monetary  policy  this  year  and 
make  adjustments  in  our  stance  as  necessary. 

The  Role  of  Fiscal  Policy 

Fiscal  policy,  also,  can  make  an  important  contribution  toward  enhancing  the 
ability  of  our  economy  to  produce  rising  living  standards.  The  case  for  bringing 
down  the  structural  budget  deficit  is  compelling.  The  deficit  has  for  some  time  been 
eroding  the  foundations  of  our  economic  strength.  Pressures  on  credit  markets  re- 
sulting from  large  Federal  deficits  have  led  to  high  real  interest  rates,  which  in 
turn  have  curtailed  investment  in  productive  plant  and  equipment  that  would  have 
boosted  growth  in  real  wages  and  output.  The  Federal  budget  deficits  are  of  particu- 
lar concern  because  they  have  occurred  in  the  context  of  very  low  private  saving 
and  have  contributed  to  large  current  account  deficits. 

Substantial  reductions  in  structural  budget  deficits,  conversely,  would  confer  ap- 
preciable benefits  on  the  economy.  The  absorption  of  private  savings  by  the  govern- 
ment would  be  reduced.  Concerns  about  the  government's  future  claim  on  real  re- 
sources would  be  lowered,  and  inflation  expectations  might  well  decline.  As  a  result, 
nominal  and  real  intermediate-  and  long-term  interest  rates  would  be  substantially 
lower  than  otherwise.  The  lower  level  of  real  interest  rates  would  encourage  capital 
formation  in  the  private  sector — particularly  investment  in  longer-lived  capital — 
and  would  boost  productivity  growth  and  real  incomes. 
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The  President  is  to  be  commended  for  placing  on  the  table  a  serious  proposal  for 
the  reduction  of  structural  budgetary  deficits.  Discussion  about  this  proposal,  and 
alternatives  to  it,  has  already  begun  in  the  Congress  and  in  public  forums  across  the 
country.  The  debate  will  be  intensely  political  in  the  best  sense  of  the  word,  and 
identifying  what  is  in  the  long-term  interest  of  the  country  will  not  be  easy.  But 
reducing  the  structural  deficit  is  crucial.  And  action  must  be  taken  now.  Postponing 
action  would  only  extend  the  pattern  of  sluggish  growth  of  the  capital  stock  and, 
with  incomes  and  living  standards  lagging,  would  ultimately  make  it  even  more  dif- 
ficult to  engage  in  the  programmatic  actions  that  are  necessary. 

I  have  recently  articulated  certain  key  points  that  I  believe  are  useful  to  keep  in 
mind  in  evaluating  alternative  fiscal  approaches.  Let  me  repeat  them. 

First,  current  services  outlays  under  present  law  rise  faster  than  the  tax  base  and 
would  thus  require  ever-increasing  tax  rates  simply  to  keep  the  budget  deficit  as  a 
percent  of  nominal  income  from  beginning  to  rise  again  after  the  mid  1990's.  Such 
tax  rate  increases  could  stifle  incentives  and  dampen  economic  growth  and,  inciden- 
tally, tax  revenues.  Hence,  there  is  no  alternative  to  achieving  much  slower  growth 
of  health-related  and  other  outlays. 

Second,  we  can  no  longer  afford  to  hope  to  inflate  or  grow  our  way  out  of  struc- 
tural budget  deficits.  Given  the  explicit  and  implicit  indexing  of  receipts  and  ex- 
penditures, higher  inflation  would  not  reduce  the  deficit,  and  even  under  optimistic 
assumptions  regarding  productivity  growth,  budget  deficits  would  remain  massive. 

Finally,  I  find  misplaced  the  fear  that  deficit  reduction  would  be  overdone  and 
create  an  undesirable  degree  of  "fiscal  drag."  It  seems  to  me  highly  unlikely  that  in 
the  current  political  environment  the  Congress  and  the  Administration  would  cut 
too  much  too  soon  from  the  deficit.  Moreover,  given  the  lags  in  the  impact  of 
changes  in  fiscal  programs  on  the  economy,  a  program  oriented  toward  fiscal  con- 
solidation is  unlikely  to  have  significant  restraining  effects  on  the  economy  in  the 
near  term.  Indeed,  the  President's  proposal  would  likely  involve  a  modest  degree  of 
fiscal  stimulus  over  the  first  year. 

At  this  pivotal  moment,  I  should  emphasize  that  the  Federal  Reserve  shares  with 
the  Congress  and  the  Administration  the  goal  of  maximum  sustainable  economic 
growth.  I  assure  you  that  the  Federal  Reserve  will  do  its  part  to  support  your  ef- 
forts. We  at  the  Federal  Reserve  intend  to  continue  to  foster  the  economic  expan- 
sion in  the  near  term  while  using  the  tools  at  our  disposal  to  promote  a  financial 
environment  conducive  to  sustainable  long-term  growth.  Fiscal  policymakers  in 
turn,  by  taking  difficult  but  necessary  measures  to  reduce  the  structural  deficit 
now,  can  enhance  the  growth  of  the  economy  and  promote  rising  living  standards 
for  the  American  people  for  years  to  come. 

Chairman  Sabo.  Thank  you  very  much,  Mr.  Chairman.  We  ap- 
preciate your  comments. 

I  have  two  or  three  questions  before  I  yield  to  Mr.  Kasich.  We 
appreciate  your  comments  in  terms  of  your  desire  to  coordinate 
monetary  policy  with  fiscal  policy.  We  think  that  is  incredibly  im- 
portant. However,  much  concern  has  been  expressed  over  the  fact 
that  you  don't  determine  monetary  policy  by  yourself,  but,  rather, 
it  is  determined  by  the  Federal  Open  Market  Committee,  which  in- 
cludes all  the  Federal  Reserve  Board  members  and  five  of  the  Fed- 
eral Reserve  Bank  presidents.  Does  that  committee  also  reflect 
your  views  with  a  working  majority? 

Mr.  Greenspan.  I  would  certainly  think  so,  Mr.  Chairman.  We 
discussed  these  issues  at  some  length.  Indeed,  I  had  a  discussion 
with  the  FOMC  on  the  President's  program  immediately  after  its 
being  initiated,  and  we  have  discussed  issues  of  fiscal  policy  and  its 
interaction  with  monetary  policy  over  the  years. 

The  point  that  I  would  like  to  make  in  this  regard  is  that  we  at 
the  Federal  Reserve,  in  formulating  monetary  policy,  look  at  a 
large  number  of  elements  which  affect  the  economy,  of  which  obvi- 
ously fiscal  policy  is  one.  It  would  be  inappropriate  not  to  be  look- 
ing at  fiscal  policy  as  a  part  of  the  activities  that  we  are  engaged 
in. 
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So  I  will  only  say  to  you  that  we  are  acutely  conscious  of  signifi- 
cant changes  that  can  occur  in  the  economy,  in  the  financial 
system,  and  in  fiscal  policy  as  we  formulate  policy. 

Chairman  Sabo.  If  I  might  ask  you  to  look  back,  if  we  looked 
back  into  the  1980's  and  assumed  private  investment  to  be  the 
level  that  it  was,  but  if  it  in  fact  had  been  more  oriented  towards 
plant  and  equipment  and  research  and  development,  rather  than  to 
simply  real  estate,  would  our  economy  be  much  stronger  today? 

Mr.  Greenspan.  I  would  certainly  think  so  because  it  is  fairly  ob- 
vious that  a  significant  amount  of  the  capital  went  into  commercial 
real  estate  during  the  1980's  that  ended  up  vacant,  and  I  should 
hope  that  it  is  pretty  clear  that  vacant  space  is  a  drain  on  the 
wealth  of  the  system  and  economic  growth  and,  as  a  consequence  of 
that,  there  is  no  question  that  if  we  had  to  redo  history,  if  one  can 
ever  do  that — and  it  is  always  delightful  in  hindsight  to  try  that 
exercise — had  we  built  less  in  the  way  of  commercial  real  estate, 
vacancy  rates  would  have  been  much  lower. 

More  importantly,  the  collapse  in  real  estate  values,  which  has 
so  debilitated  this  economy,  would  surely  not  have  occurred,  and 
the  effect  on  the  financial  system,  which  has  been  so  widespread, 
would  clearly  also  have  been  avoided.  So  it  is  very  easy  to  be  fairly 
unequivocal  in  response  to  that,  Mr.  Chairman. 

Chairman  Sabo.  I  notice  in  the  morning  paper  that  the  Federal 
Reserve  and  Treasury  is  working  on  a  system  to  redo  the  bank  reg- 
ulatory process,  to  try  and  make  it  a  little  easier  for  banks  to  lend. 
Would  you  make  some  comments  on  the  changes  that  the  two  of 
you  have  in  mind? 

Mr.  Greenspan.  We  are  meeting  and  have  been  for  some  while 
with  the  various  other  regulators  to  try  to  find  ways  to  ease  the 
burden  that  we  perceive  to  be  a  part  of  the  reason  why  small  busi- 
ness lending  has  been  so  deficient.  I  wish  to  emphasize,  however, 
that  there  were  numbers  of  other  reasons  in  the  economy  which 
have  restrained  lending,  which  we  cannot  directly  effect  through 
the  regulatory  area,  nor  should  we  try. 

The  President  indicated  yesterday,  and  indeed  this  was  in  fact 
the  case,  that  there  has  been  a  number  of  issues  that  have  been 
discussed  with  respect  to  trying  to  ease  the  areas  of  regulation 
where  we  perceive  them  to  be  counterproductive  and  not  actively 
effective  in  promoting  the  safety  and  soundness  of  the  commercial 
banking  system. 

Where  the  final  recommendations  and  actions  eventually  find 
themselves,  I  frankly  could  not  say  at  this  stage  because  I  really  do 
not  know.  We  have  not  put  together  the  final  package  that  all  the 
regulators  have  agreed  upon. 

Chairman  Sabo.  Is  my  impression  right  that  most  of  the  prob- 
lems that  financial  institutions  have  run  into  in  recent  years  have 
been  primarily  in  the  real  estate  area  and  not  in  lending  to  small 
business? 

Mr.  Greenspan.  If  I  could  reverse  history,  referring  to  your  earli- 
er question,  and  improve  the  lending  practices  of  commercial  banks 
currently,  I  would  love  to  reverse  the  pattern  of  what  occurred 
with  respect  to  the  sharp  collapse  in  the  collateral  values  of  real 
estate. 
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It  is  true  that  most  of  the  problems  are  in  the  real  estate  area. 
The  trouble,  unfortunately,  is  that  it  spills  over  into  small  busi- 
ness, because  a  very  significant  number  of  small  businesses  put  up 
as  collateral  real  estate  for  their  small  business  loans.  So  clearly, 
one  cannot  readily  separate  the  small  business  loan  problem  from 
the  commercial  real  estate  collateral  problem. 

Chairman  Sabo.  I  would  just  make  one  final  concluding  com- 
ment. In  your  observation  of  what  is  happening  on  the  Federal 
budget,  that  outlays  are  exceeding  the  increase  in  the  tax  base,  I 
think  it  is  accurate  that  one  area  drives  it,  and  that  clearly  is 
health  care  costs.  I  take  it  that  you  believe  very  strongly  we  need 
to  get  a  handle  on  health  care  costs.  We  will  get  the  President's 
program  later  this  summer  and  that  is  one  of  the  more  urgent 
fiscal,  as  well  as  social  issues  that  we  have  to  deal  with. 

Mr.  Greenspan.  One  cannot  stress  that  strongly  enough,  Mr. 
Chairman,  because  it  is  fairly  apparent,  even  according  to  the 
President's  budget  data,  that  even  though  the  budget  deficit  comes 
down  over  the  next  4  years,  unless  additional  actions  are  taken  on 
the  expenditure  side  in  the  outyears,  that  budget  deficit  will  start 
to  creep  back  up,  and  that  is  where  the  major  problems  lie  and 
where  the  major  decisions  of  the  Congress  rest. 

Chairman  Sabo.  Clearly,  one  of  the  prime  challenges  we  will 
have  in  the  months  ahead  is  to  find  a  workable  and  a  passable  pro- 
gram on  health  care  cost  containment  and  access. 

Mr.  Greenspan.  Yes.  Having  appeared  before  this  committee  for 
many  years,  Mr.  Chairman,  I  am  acutely  aware  of  how  difficult 
this  whole  process  is  going  to  be,  but  it  is  crucial  that  it  be  brought 
to  a  successful  conclusion. 

Chairman  Sabo.  Mr.  Kasich? 

Mr.  Kasich.  Dr.  Greenspan,  in  regard  to  what  you  said  at  the 
end  in  your  testimony,  where  you  talk  about  the  structural  deficit, 
I  think  that  is  kind  of  the  nub  of  what  we  have  been  concerned 
about.  You  have  to  your  right  there  a  chart  on  page  2,  and  if  you 
look  at  the  paragraph  to  the  far  right  at  the  bottom,  it  says,  "$178 
billion  in  spending  cuts  and  $127  billion  in  increases  in  the  first  4 
years,  for  a  net  reduction  of  $51  billion,  defense  cuts  during  the 
period  are  $76  billion,  while  spending  for  domestic  programs  rise 
by  $24  billion." 

In  a  pattern  of  higher  taxes  and  more  government  spending, 
don't  we  really  retain  the  structural  budget  deficit  by  having  a  pro- 
gram that  essentially  increases  domestic  spending  and  just  uses 
taxes  to  feed  the  new  programs,  keeping  the  structure  of  govern- 
ment in  place? 

Mr.  Greenspan.  Congressman,  let  me  just  say  first,  as  I  have 
said  in  my  two  previous  appearances  before  congressional  commit- 
tees in  the  last  week,  that  we  at  the  Federal  Reserve  have  a  very 
important  institutional  and  professional  interest  in  seeing  that  the 
budget  deficit  comes  down.  How  that  is  done,  obviously,  affects  the 
outcome.  As  I  said  in  earlier  testimony,  the  composition  of  the 
budget  reduction  is  very  important,  but  that  it  be  reduced  is  cru- 
cial. 

Second,  I  also  said  in  my  prepared  remarks,  and,  in  fact,  I  read 
them  this  morning,  that  it  is  my  impression,  as  I  have  stated  before 
this  committee  over  a  number  of  years,  that  if  the  purpose  is  to  get 
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a  long-standing  reduction  in  the  structural  budget  deficit,  it  is  far 
more  effectively  done  from  the  expenditure  side  than  from  the  tax 
side,  strictly  as  a  question  of  getting  the  budget  deficit  down. 

Obviously,  the  impact  of  taxation  on  the  levels  of  income  and 
revenues  are  a  factor,  but  there  is  also  the  issue  that  unless  you 
put  in,  after  taxes  are  increased,  some  constraint  making  certain 
that  the  tax  increases  go  to  deficit  reduction,  clearly  that  will  not 
happen  or  at  least  it  has  not  happened  in  the  past.  Therefore,  I 
must  say  I  am  encouraged  by  the  current  administration's  propos- 
als which  are  apparently  in  the  process  to,  in  fact,  insure  a  pattern 
of  budgetary  actions  which  will  make  sure  that  we  will,  in  fact,  get 
reductions. 

Now,  having  said  that,  I  can  only  communicate  to  you  the  basic 
choices  that  are  involved  here.  While  I  may  say,  as  an  economist, 
that  cuts  clearly  have  to  be  weighted  on  the  expenditure  side,  and, 
indeed,  in  the  longer  term,  of  necessity,  must  be  on  the  expenditure 
side,  there  are  very  important  political  decisions  that  must  be 
made,  and  I  say  "politics"  in  the  best  sense  of  the  word,  that  we 
engage  in,  in  a  democratic  society,  in  the  Congress  constructing  the 
various  elements  of  the  budget,  both  on  the  expenditure  and  on  the 
revenue  side,  which  effectively  make  the  choices. 

I  and  my  colleagues  do  not  intend,  nor  do  I  think  we  should,  get 
involved  in  any  of  the  discussion  or  any  of  the  debate  that  relates 
to  the  question  of  these  strictly  political  choices.  So  I  will  try, 
where  possible,  to  respond  to  the  particular  questions  relative  to 
the  economics  as  best  I  see  it,  but  I  hope  you  will  understand  that  I 
will  feel  constrained  about  getting  either  myself  or  the  Federal  Re- 
serve involved  in  the  choices  which  only  our  elected  representa- 
tives can  and  should  make. 

Mr.  Kasich.  a  final  point  I  want  to  make,  because  we  have  mem- 
bers here  that  really  want  to  ask  you  questions:  First  of  all,  in  the 
spirit  of  democracy,  I  hope  we  are  not  presented  with  a  budget  res- 
olution before  we  are  presented  with  the  President's  budget.  That  I 
think  would  be  a  terrible  mistake. 

Secondly,  you  say — and  I  do  compliment  the  President  for  bring- 
ing a  program  of  change  on  board — you  say  that  it  appears  as 
though— I  don't  have  the  transcript  here,  but  it  appears  as  though 
they  have  a  program  for  restraining  spending. 

I  get  a  little  bit  concerned,  when  we  say  there  is  a  program  for 
restraining  spending,  when  non-defense  discretionary  spending, 
and  I  am  counting  entitlements  in  this  new  program,  goes  up  by 
$24  billion.  I  don't  see  how  we  can  make  an  argument  somehow 
that  there  is  fiscal  restraint,  when  we  are  creating  additional 
spending  programs.  Are  you  aware  of  the  fact  that  this  domestic 
discretionary  number  goes  up  by  $24  billion? 

Mr.  Greenspan.  I  have  looked  at  the  details  of  the  individual 
programmatic  items,  and  what  I  would  indicate  to  you  is  that  these 
are  the  types  of  programs,  if  passed  in  total  and  there  is  no  spill- 
over into  increased  programs,  would  achieve  what  I  think  the 
President  has  in  his  budget. 

Mr.  Kasich.  But  there  is,  there  is  $24  billion  in  new  domestic 
programs. 

Mr.  Greenspan.  I  am  not 
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Mr.  Kasich.  You  don't  judge  that  as  a  restraint,  do  you,  Dr. 
Greenspan? 

Mr.  Greenspan.  No,  I  am  referring  strictly  to  the  question  as  to 
what  the  bottom  line  is.  In  other  words,  the  composition  of  how  you 
get  to  the  bottom  line  is  wholly  in  the  political  area  and  I  don't 
think  I  can  get  into  a  discussion  of  that. 

Mr.  Kasich.  Thank  you. 

Chairman  Sabo.  Mr.  Wise? 

Mr.  Wise.  You  just  changed  rules  on  me  again,  because  I  was  last 
the  last  time  and  got  put  at  the  last.  I  was  last  this  time  and  so  I 
would  like  to  pass  to  somebody  who  got  here  earlier.  I  would  like  to 
reserve  my  time  for  some  future  time. 

Chairman  Sabo.  Mr.  Bryant? 

Mr.  Bryant.  I  was  also  late,  Mr.  Chairman. 

Chairman  Sabo.  Mr.  Stenholm? 

Mr.  Stenholm.  Mr.  Chairman,  welcome  again  to  the  committee. 
I  have  a  couple  of  questions.  First  off,  I  would  like  to  refer  to  your 
statement  on  page  12,  where  you  say,  "I  find  misplaced  the  fear 
that  deficit  reduction  would  be  overdone  and  create  an  undesirable 
degree  of  fiscal  drag."  I  agree  with  you  and  your  analysis  of  the 
President's  submission  to  this  committee  as  far  as  the  basic  integri- 
ty and  honesty  of  that  document.  To  me  it  is  the  best  proposal, 
warts  and  all,  I  have  seen  in  my  15  years  in  the  Congress. 

But  given  that,  there  are  those  of  us  who  believe  we  need  addi- 
tional spending  cuts.  On  both  sides  of  the  aisle  there  is  substantial 
agreement  that  we  need  to  be  cutting  more  spending  in  this  pack- 
age, and  even  the  President  has  issued  an  honest  challenge  to  find 
more  cuts.  How  far  can  we  go  in  spending  cuts  before  we  begin  to 
reach  that  period  in  which  it  would  become  a  fiscal  drag? 

While  you  think  about  this,  let  me  also  point  out  another  con- 
cern. You  mentioned  the  structural  deficit.  We  start  in  1993  under 
the  plan  that  is  proposed  with  a  $258  billion  deficit  and  we  de- 
crease it  to  $201  billion  in  1997.  But  from  1994  to  1997,  we  only  de- 
crease the  structural  deficit  by  $1  billion.  That  is  where  I  think  ad- 
ditional spending  cuts  are  going  to  be  required. 

Now,  for  those  of  us  that  want  to  do  more,  can  you  give  us  a 
range  of  where  we  should  get  nervous  and  where  you  get  nervous, 
that  we  are  in  fact  risking  a  fiscal  drag? 

Mr.  Greenspan.  Congressman,  I  have  been  before  this  committee 
I  think  on  and  off,  both  as  a  public  and  private  citizen,  since  the 
early  1970's,  and  I  find  it  extraordinarily  difficult  to  focus  very 
sharply  on  the  question,  because  all  that  I  have  seen  over  the  years 
is  a  continuous  process  by  which  the  deficit  continues  to  rise,  with 
the  impetus  to  spending  exceeding  expectations,  upward  revisions 
continuously  being  involved,  and  watching,  in  the  most  recent 
years  especially,  the  upward,  ever  upward  rise  in  expenditure  esti- 
mates for  any  fiscal  year.  In  other  words,  if  we  go  back  and  look  at 
projections  of  fiscal  1992  5  years  ago,  and  we  trace  it  5  years  ago,  4 
years  ago,  3  years  ago,  it  just  keeps  rising. 

I  would  say.  Congressman,  let's  first  get  started  with  the  process 
of  reducing  this  deficit  before  we  get  nervous  that  we  are  doing  it 
in  an  excessive  way.  I  will  grant  you  that  there  is  in  an  academic 
environment  concepts  which  stipulate  that  deficit  reduction  is 
being  overdone,  and  if  the  process  is  underway  and  very  consider- 
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able  cuts  are  being  evidenced  by  the  process,  and  that  a  major 
change  seems  to  be  underway,  I  would  suspect  maybe  at  that  point 
it  is  worthwhile  looking  at  that.  But  it  is  priority  number  27  and  a 
half  as  far  as  I  am  concerned. 

Mr.  Stenholm.  On  page  12,  you  say,  current  service  outlays 
under  present  law  rise  faster  than  the  tax  base.  Would  you  have 
any  comment  on  a  proposal  that  would  allow  a  process  whereby  we 
could  agree  on  this  committee  that  we  should  start  with  last  year's 
expenditures.  Then,  for  any  program  that  goes  up  by  inflation, 
there  would  have  to  be  a  conscious  action  by  the  committee  to  in- 
crease the  spending.  Would  that  be  helpful,  harmful  or  insignifi- 
cant? 

Mr.  Greenspan.  I  would  say  any  process  which  inhibits  the 
growth  of  spending  is  useful,  but  remember  the  bottom  line  is, 
whatever  process  you  use,  there  is  still  a  change  in  the  individual 
program  line,  as  I  have  stipulated.  And  as  I  have  said  earlier  this 
week,  under  each  one  of  those  lines  is  a  constituency  or  it  wouldn't 
be  there,  and  the  result  of  that  is  that  a  generic  type  of  procedure 
is  useful,  but  only  if  one  recognizes  that  when  you  make  the  adjust- 
ment, you  are  going  to  effect  the  detailed  programmatic  structure 
and  that  what  is  changed  is  not  a  generic  number,  but  a  number 
which  somebody  or  a  group  of  people  cares  very  strongly  about. 

Mr.  Stenholm.  How  far  off  would  I  be  in  my  interpretation  of 
your  answer  to  both  of  my  questions  if  I  heard  you  saying  that  any 
package  of  cuts  in  spending  that  we  can  get  218  votes  for  is  prob- 
ably going  to  be  net  positive  for  the  economy  over  a  period  of  time? 

Mr.  Greenspan.  Not  very. 

Mr.  Stenholm.  Thank  you. 

Chairman  Sabo.  Mr.  McMillan? 

Mr.  McMillan.  Thank  you,  Mr.  Chairman. 

Thank  you.  Dr.  Greenspan. 

I  had  an  opportunity  to  hear  you  on  many  occasions  before  the 
Banking  Committee  and  the  Joint  Economic  Committee  and  this 
committee,  and  you  always  do  an  outstanding  job.  I  think  it  was 
either  you  or  Chairman  Volcker,  or  perhaps  both  of  you,  saying  in 
a  different  way  that  you  didn't  lie  awake  worrying  at  night  for  fear 
of  losing  sleep  that  Congress  would  decrease  spending  too  much  to 
adversely  affect  the  economy.  I  think  we  have  probably  lived  up  to 
your  expectations  and  you  have  probably  been  sleeping  well  on 
that  score  over  the  years. 

But  the  concern  that  I  have  at  this  point  is  that  you  might  well 
get  a  resounding  wake-up  call,  if  we  increase  taxes  on  the  rnagni- 
tude  as  proposed  in  the  President's  budget,  without  the  kind  of 
spending  restraint  that  many  of  us  have  raised  questions  about 
here  today,  and  I  think  that  you  have  given  a  nod  of  assent  to. 

In  looking  at  the  President's  proposal  a  little  different  way  in  the 
normal  5-year  span  and  netting  out  revenue  increases  and  de- 
creases and  spending  increases  and  decreases,  the  way  I  look  at  it, 
over  those  5  years  we  have  an  aggregate  revenue  increase  or  tax 
increase  of  $320  billion,  and  we  have  a  net  spending  decrease  of  $90 
billion. 

Of  course,  as  we  all  know,  the  early  year  stimulus  shows  a  $37 
billion  tax  increase  in  the  first  year,  and  a  $1  billion  net  spending 
reduction,  which  is  extremely  questionable,  it  seems  to  me.  If  we 
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were  targeting  that  stimulus  to  clearly  identified  weaknesses  in  the 
economy,  that  would  be  one  thing.  But  simply  to  act  on  the  general 
notion  that  a  stimulus  is  in  order  is  liable  to  produce  adverse  re- 
sults. 

What  I  want  to  get  at  is  the  same  thing  that  the  gentleman  from 
Texas  raised.  After  all  of  this,  you  know,  most  Americans  I  think 
are  willing  to  sacrifice,  to  ante  up  and  kick  up,  if  they  think  that 
the  result  is  going  to  be  positive.  I  certainly  would  participate  in 
that. 

But  under  this  proposal,  with  $320  billion  worth  of  tax  increases 
and  $90  billion  worth  of  spending  reductions,  and  the  deficit  as  pro- 
jected would  be  $262  billion  in  1994,  not  significantly  different  from 
the  current  year,  and  at  the  end  of  all  of  this  pain  and  suffering 
and  sacrifice,  the  deficit  is  projected  to  be  $242  billion,  a  net  reduc- 
tion over  5  years  of  $20  billion.  If  I  were  a  taxpayer  out  there  not 
involved  in  this  process,  I  would  say  that  I  had  been  sold  a  pig  in  a 
poke. 

Now,  I  think  what  most  of  us  want  to  do  is  really  responsibly  try 
to  come  to  grips  with  how  do  we  elevate  the  spending  restraint 
here,  and  I  would  count  on  you  that  if  we  overdid  it,  that  you 
would  send  us  a  wake-up  call  somewhere  in  this  2-week  period  that 
we  have  got  to  work  this  out. 

To  put  the  question  another  way,  suppose  we  could  succeed  in 
elevating  the  spending  restraint  in  this  package  and  diminishing 
the  tax  increases  to  the  point  where  they  were  at  least  in  balance. 
I  might  not  even  accept  that,  but  would  that  disturb  you,  if  we 
ended  up  with  the  same  package,  but  with  equal  balance  between 
taxes  and  spending? 

Mr.  Greenspan.  No.  As  I  indicated  in  my  prepared  remarks,  at 
least  I  have  stipulated  this  in  previous  sessions,  the  probability  of  a 
permanent  deficit  reduction  coming  from  the  expenditure  side,  in 
my  judgment,  is  higher  than  the  probability  of  it  coming  from  the 
tax  side;  and  that  obviously,  to  the  extent  that  the  mix  changes, 
the  probability  of  permanent  reduction  is  greater.  And  clearly  that 
is  where  our  interests  at  the  Federal  Reserve  are,  namely,  to  make 
certain  that  this  burgeoning  structural  budget  deficit  comes  down, 
and  comes  down  reasonably  soon,  largely  because  it  is  an  issue 
which  perhaps  5  or  6  years  ago  we  had  a  lot  of  time  to  deal  with. 
There  was  no  real  urgency  because  every  time  we  looked  at  a  fore- 
cast, the  proposed  deficit  over  a  5-year  period  invariably  went  to 
zero  and  often  to  a  surplus. 

It  has  only  been  the  last  year  or  2  that  the  underlying  structure 
of  the  budget  has  contributed  to  this  evidence  that  once  we  get 
through  the  military  declines  and  the  savings  and  loan  bailout  ex- 
penses, the  deficit  starts  back  up  again.  And  that,  in  my  judgment, 
is  exceptionally  ominous.  It  is  that  process  which  has  got  to  be  ad- 
dressed. 

Mr.  McMillan.  If  I  could  just  escalate  that,  suppose  we  left  the 
revenue  as  it  is,  but  suppose  we  do  take  the  second  step,  which  we 
all  acknowledge  long  range  as  the  major  problem,  and  that  is 
health  care  costs  that  are  out  of  control,  and  fold  in  a  step  that 
brings  that  into  line  with  what  the  President  himself  said  he  was 
willing  to  do,  and,  that  is,  try  to  rein  in  health  care  costs  to  the 
rate  of  inflation  plus  the  demographics  affecting  the  economy.  If 
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we  could  find  a  way  to  do  that  over  this  5-year  period,  over  and 
above  what  has  already  been  proposed  and  deal  with  the  details 
that  you  suggest  are  so  excruciating  to  do  in  achieving  that  goal, 
we  would  perhaps  end  up  not  with  a  $242  billion  deficit  5  years 
out,  but  one  that  may  be  getting  down  under  $100  billion,  maybe 
even  more. 

If  we  took  a  step  as  radical  as  that,  would  that  send  you  a  wake- 
up  call  and  disturb  you  with  respect  to  the  magnitude  of  what  we 
were  undertaking? 

Mr.  Greenspan.  Not  at  all.  Congressman.  As  the  President  has 
indicated,  there  is  more  to  be  done  on  this  budget,  and  as  best  I  can 
judge,  that  is  the  consensus  of  the  Congress.  And  I  think  that  is 
right. 

Clearly,  leaving  the  long-term  structural  budget  deficit  in  a  high 
and  rising  mode,  which  would  occur  even  with  the  President's  fig- 
ures as  he  has  submitted  them,  is  not  the  completion  of  the  budget 
constraint  operation.  The  President  obviously  recognizes  that,  and 
what  he  has  done  and  what  I  find  quite  commendable  is  he  has  set 
the  process  in  motion.  And  this  is  the  first  time  I  have  seen  it  in 
motion  as  long  back  as  I  can  remember,  and  that  is  an  extraordi- 
narily important  phenomenon,  if  I  may  put  it  that  way. 

Mr.  McMillan.  Thank  you,  sir. 

Chairman  Sabo.  Mr.  Coyne? 

Mr.  Coyne.  Thank  you,  Mr.  Chairman. 

Dr.  Greenspan,  are  there  any  sectors  of  the  economy,  sectors  or 
regions,  that  are  more  adversely  affected  by  the  credit  crunch  than 
others? 

Mr.  Greenspan.  Oh,  sure.  Are  you  talking  about  the  actual  re- 
gions themselves?  Certainly  New  England  has  had  much  more  dif- 
ficult problems  in  this  area.  The  issue  is  more  size  of  firm  than  it  is 
geographical  location,  but  if  one  were  to  say  where  is  it  most  obvi- 
ously pronounced  or  where  has  it  been  most  obviously  pronounced, 
the  data  very  clearly  indicate  that  New  England  has  been  the  area 
where  the  most  difficult  problems  have  emerged. 

Mr.  Coyne.  Is  there  any  reason  for  that? 

Mr.  Greenspan.  I  would  say  in  part  because  we  had  really  an 
extraordinary  boom  in  New  England  for  a  number  of  years.  Asset 
values  went  up  dramatically.  I  remember  condominium  prices  just 
absolutely  took  off.  It  looked  as  though  the  expansion  was  really 
driving  New  England  much  faster  than  the  economy  as  a  whole. 
And  the  result  of  that  is  that  when  the  adjustments  began  and  the 
problems  emerged,  the  debt  overhang  from  the  decline  in  the  asset 
values  was,  in  a  relative  sense,  greatest  in  New  England. 

Mr.  Coyne.  On  another  subject,  once  we  have  adopted  the  Presi- 
dent's plan  and  it  is  in  place  and  working  for  a  period  of  time, 
what  would  be  some  early  signals  that  what  we  have  done  is  the 
correct  thing? 

We  know  that  in  1981-82  when  we  adopted  Gramm-Latta  and  we 
had  massive  spending  increases  and  tax  cuts,  we  knew  pretty  early, 
most  of  us,  that  that  was  the  wrong  thing  to  do  because  we  saw 
early  signs  of  deficits  emerging  and  other  problems  in  the  economy. 

What  would  we  look  for  from  a  positive  result  of  what  we  adopt 
here? 
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Mr.  Greenspan.  You  are  referring  to  the  budget  itself  or  the 
economy? 

Mr.  Coyne.  The  whole  stimulus  package.  The  President's  stimu- 
lus package. 

Mr.  Greenspan.  What  to  look  for  as  to  whether  that  is  working 
or  not? 

Mr.  Coyne.  Right. 

Mr.  Greenspan.  It  will  be  very  difficult  to  tell  because,  while  ob- 
viously, as  many  of  you  know,  in  previous  testimonies  before  this 
committee,  I  personally  have  not  been  supportive  of  the  need  for  a 
particular  stimulus.  But  I  must  say  to  you  that  the  size  of  the 
President's  program,  which  he  perceives  of  not  as  a  dramatic  stim- 
ulus program  but,  in  his  words  I  gather,  as  an  insurance  program 
of  some  sort,  the  magnitude  is  not  large  enough  to  really  make  a 
significant  impact,  as  I  see  it.  It  may  be  at  the  upper  edge  of  that 
level,  but  $30  billion  in  a  $6  trillion  economy  doesn't  strike  me  as  a 
number  which  is  going  to  have  a  big  effect  one  way  or  the  other. 

But  his  judgment — and  there  are  obviously  people  who  have 
thought  about  this  a  great  deal — is  that  that  is  the  amount  of  in- 
surance that  is  needed  to  make  sure  that  the  economy  is  moving 
and  it  is  worth  the  price. 

Mr.  Coyne.  Thank  you. 

Chairman  Sabo.  Mr.  Shays? 

Mr.  Shays.  Thank  you. 

It  is  nice  to  have  you  here,  Mr.  Greenspan.  I  feel  in  a  way  like  I 
have  someone  from  the  State  Department.  I  have  to  kind  of  see  the 
hidden  lines  of  what  you  are  saying.  It  is  almost  in  a  way  like  a 
game.  But  I  understand  that  what  you  say  sometimes  can  have  tre- 
mendous impact  on  what  other  people  think,  so  you  choose  your 
words  very  carefully. 

The  message  I  hear  from  you  is  that  you  have  no  fear  whatso- 
ever that  we  would  cut  the  deficit  too  much.  You  don't  have  sleep- 
less nights  worrying  about  it.  The  message  that  sends  to  me  is  we 
couldn't  do  enough  to  satisfy  you,  basically.  And  another  message  I 
hear  is  that  a  stimulus  package  is  really  not  a  stimulus  package 
because  a  30-over  6000-billion-dollar  economy  is  not  a  stimulus — it 
is  a  half  a  percent  to  your  economy.  It  really  doesn't  stimulate. 

The  question  I  then  have  is:  Why  are  we  doing  it  if  deficit  reduc- 
tion is  more  important  than  spending?  Because  all  we  are  doing  in 
this  next  year's  budget  is  spending  a  lot  more  money. 

Let  me  just  take  a  case  in  point.  The  unemployment  compensa- 
tion, the  President  put  in  his  budget  $4  billion,  minus  8.8,  some- 
where between  $3.2  and  $4  billion  in  his  budget,  and  already  Con- 
gress is  coming  in  with  a  package  of  $5.7  billion.  Does  it  concern 
you  that  we  have  an  unemployment  compensation  bill  that  is  not 
funded? 

Mr.  Greenspan.  I  haven't  looked  at  it  enough  and  wouldn't  want 
to  offer  details  relevant  to  this.  I  might  sav  this  does  get  a  little  bit 
over  the  line  of  where  I  probably  shouldn  t  be  commenting  on  spe- 
cific details  in  the  programs  at  this  stage,  Mr.  Shays. 

Let  me  just  say  about  this:  I  am  not  concerned  at  all  about  how 
much  the  budget  deficit  is  cut.  To  state,  as  you  put  it  in  words  that 
I  like  to  choose,  I  basically  don't  expect  that  to  happen.  That  is  the 
reason  I  am  not  concerned. 
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I  must  tell  you  that  if  it  were  an  issue  that  I  thought  was  a  real 
issue  on  the  table,  I  would  frankly  feel  quite  pleased  about  that  be- 
cause that  would  mean  that  we  were  really  coming  to  the  basic 
core  of  the  problem  all  at  once,  which  is  extraordinarily  difficult  to 
do  from  a  political  point  of  view.  So  I  am  not  at  this  particular 
stage  expecting  that. 

Mr.  Shays.  What  we  have  learned  since  the  President  gave  his 
speech — and  let  me  say  that  I  have  tremendous  respect  and  admi- 
ration for  the  fact  that  the  President  put  this  on  the  table.  I  mean, 
for  a  whole  month,  the  only  question  I  was  asked  was  what  I  felt 
about  Zoe  Baird.  I  got  20  calls  on  that  from  the  press.  Did  I  ever 
hire  illegal  aliens?  Did  I  have  chauffeurs?  What  was  my  feeling 
about  gays  in  the  military?  And  it  just  shows  that  a  President  has 
the  ability  to  just  turn  the  debate  on  any  direction  he  wants,  and 
fortunately  he  did  it  on  the  most  important  issue,  deficit  reduction, 
and  built  a  strong  case  why  we  need  deficit  reduction. 

But  then  when  we  look  at  his  figures,  we  see  net  spending  cuts  of 
$93  billion  and  we  see  net  tax  increases  of  $207  billion.  We  see 
about  $300  billion  of  deficit  reduction  plus  another  $24  billion 
saved  by  paying  less  interest  on  the  national  debt,  of  about  $324. 
But  then  I  look  at  the  deficit  reduction  figures,  and  I  see  it  go  down 
for  4  years  and  then  in  the  fifth  year  it  actually  goes  up  signifi- 
cantly. And  then  I  put  on  the  table  that  we  still  haven't  addressed 
the  issue  of  health  care. 

My  concern  is  I  think  Republicans  should  have  their  hands  on 
this.  Their  fingerprints  should  be  on  a  major  deficit  reduction.  I 
think  it  should  be  bipartisan.  I  think  we  have  to  be  Americans  first 
and  Republicans  and  Democrats  second.  I  really  believe  that. 

But  I  have  a  hard  time  going  to  my  constituency  and  saying. 
Trust  me,  this  is  going  to  reduce  the  deficit,  and  I  am  coming  to 
you  once  with  increased  taxes,  and  I  would  vote  for  every  one  of 
those  taxes  if  I  saw  a  like  reduction  in  spending.  If  I  could  reduce 
the  deficit  more,  I  have  the  feeling  from  you  that  you  wouldn't  be 
disappointed,  nor  would  Mr.  Reischauer,  nor  would  any  other 
person  I  have  spoken  with. 

So  I  guess  the  question  I  want  to  ask,  my  last  question  to  you  is 
focused  on  health  care.  Do  you  think  it  is  conceivable  that  we  can 
actually  have  universal  coverage  and  come  in  with  it  not  costing 
the  taxpayer  any  more  money? 

Mr.  Greenspan.  I  don't  want  to  comment  on  the  individual  pro- 
grams. This  is  an  extraordinarily  complex  subject,  and  having  been 
involved  with  it  indirectly  when  I  was  Chairman  of  the  Social  Secu- 
rity Commission,  I  would  hesitate  to  make  a  comment  on  a  narrow 
part  of  the  program,  because  I  think  that 

Mr.  Shays.  I  am  not  asking  you  on  a  narrow  part.  I  am  really 
asking,  do  you  think  it  is  possible  if  we  make  it  universal  that  we 
can  come  in  with 

Mr.  Greenspan.  Well,  it  depends  on  what  else  you  do.  Obviously 
if  you  do  nothing  else,  I  don't  see  any  way  of  doing  that.  But  I 
know  of  nobody  who  believes  that  unless  you  do  something  else  it 
won't  cost  more  money. 

Mr.  Shays.  Well,  let  me  conclude  by  just  complimenting  you  and 
others  in  the  Government  who  focus  in  on  reducing  the  credit 
crunch.  I  believe  that  is  the  least  expensive  way  to  help  generate 
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economic  activity  in  the  economy.  I  know  so  many  small  business- 
men in  particular,  and  women,  who  simply  couldn't  get  credit.  And 
I  just  feel  that  that  is  probably  the  most  important  thing  we  can 
do,  is  to  help  get  credit  out  to  viable  businesses. 

Thank  you. 

Chairman  Sabo.  Thank  you. 

Before  I  call  on  the  next  person,  let  me  indicate  that  numbers 
float  around  as  fact  as  it  relates  to  the  relationship  of  spending 
cuts  to  taxes,  and  staff  calculated  it  for  me  in  eight  different  ways, 
which  are  all  defensible.  But  let  me  ask  just  as  an  example,  as  we 
get  caught  in  this  ratio  issue,  in  terms  of  your  judgment,  in  terms 
of  the  impact  on  the  economy.  Clearly  one  of  the  most  sensitive  po- 
litical issues  to  deal  with  is  the  question  of  retirement  income.  And 
while  it  is  not  growing  basically  faster  than  inflation,  Social  Securi- 
ty clearly  is  one  of  our  big  expenditure  items. 

The  option  that  Congress  faced  and  the  administration  was,  one, 
cap  on  cola's,  which  has  a  very  negative  impact  on  millions  of 
seniors  who  are  not  in  poverty  but  are  not  affluent;  or  as  another 
option  of  raising  money  from  that  source,  changing  the  taxation  for 
people  who  aren't  rich,  but  making  their  benefits  taxed  the  same 
as  private  pension  plans  and  raising  a  significant  amount  of 
money. 

Is  there  some  inherent  economic  question  involved  as  a  question 
of  having  the  same  impact  on  deficit,  of  the  Congress  dealing  with 
that  through  the  Tax  Code  rather  than  coming  at  benefits? 

Mr.  Greenspan.  I  would  say  probably  it  is  not  a  significant  eco- 
nomic issue  because 

Chairman  Sabo.  It  could  be  a  significant  fairness  issue,  but  not  a 
significant  economic  issue. 

Mr.  Greenspan.  It  is  hard  to  imagine.  I  am  sure  it  does  obviously 
have  econornic  implications  because  it  will  affect  the  distribution  of 
income  by  size.  But  it  is  hard  to  imagine  an  equal  amount  in  both 
of  those  categories  having  materially  different  economic  impacts. 

Chairman  Sabo.  It's  the  kind  of  issue  we  are  involved  with  in 
several  cases  where  we  will  quarrel  on  whether  it  is  an  outlay  cut 
or  a  tax  increase. 

Mr.  Orton? 

Mr.  Orton.  Thank  you,  Mr.  Chairman. 

Welcome,  Dr.  Greenspan.  I  appreciate  the  analysis  you  have 
given  us  regarding  the  overall  positive  impact  of  the  President's 
package  and  indicating  that  the  mix  of  what  is  inside  it  is  a  politi- 
cal decision  for  us,  but  also  that  this  package  would  overall  have  a 
positive  long-term  effect  because  we  are  doing  something  to  reduce 
the  deficit. 

What  I  am  wondering  is  if  you  have  any  recommendations  for 
improvements  in  the  package  which  would  assist  in  making  the  ad- 
ministration of  monetary  policy  more  efficient.  I  understand  that 
the  political  mix  of  taxes  and  where  do  you  get  it  from  and  so  on 
are  political  questions.  But  from  your  standpoint,  do  you  have  rec- 
ommendations of  ways  that  the  package  could  be  improved  to  be 
more  efficient  in  monetary  policy? 

Mr.  Greenspan.  I  would  like  to  broaden  the  question  to  a  more 
efficient  economy,  which  is  really  the  same  thing,  because  that  is 
with  what  we  deal.  And  I  would  merely  repeat  basically  what  I  in- 
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dicated  earlier,  namely,  that  crucial  to  the  outcome  of  this  whole 
process  is  the  borrowing  requirement  of  the  Treasury,  meaning  the 
deficit  over  the  long  run,  and  that  will  have  a  material  effect  on 
the  financial  system. 

But  it  is  obvious  that  to  the  extent  that  taxes  are  imposed  in  a 
manner  which  undercuts  incentives  or  does  something  to  restrain 
levels  of  economic  activity,  we  would  find  that  the  economy  would 
probably  be  softening  under  certain  various  different  mixes  of 
taxes.  And  that  is  the  reason  why  I  indicated  that,  granted  the  po- 
litical choices  that  one  makes,  they  have  to  obviously  be  made  in 
the  context  of  the  economic  implications  of  the  various  different 
elements  of  the  package.  And  that  is  the  reason  why  I  have  sug- 
gested that  the  most  productive  way  to  get  the  deficit  down  and, 
hence,  to  effectively  lower  the  cost  of  capital  for  both  debt  and 
equity  instruments  is  to  get  spending  under  control. 

Clearly,  if  that  is  an  important  or  the  major  thrust  of  a  budget 
proposal,  in  that  regard  it  would  make  our  job  easier. 

Mr.  Orton.  Thank  you.  Then  following  up  on  that,  with  regard 
to  the  President's  stimulus  package,  the  $30  billion  that  you  indi- 
cated probably  wouldn't  have  a  tremendous  impact  with  it  in  or 
with  it  out,  I  am  wondering.  Half  of  that  is  incentivization  in  the 
Tax  Code  to  encourage  investment,  to  open  up  capital  markets,  and 
the  remainder  is  in  accelerated  public  spending.  Would  you  have 
any  recommendation?  If  you  are  going  to  pump  $30  billion  from  a 
monetary  or  economic  policy,  is  it  wise  to  have  the  mix  of  some 
spending,  some  tax,  or  would  it  make  more  sense  if  you  have  got 
$30  billion  to  spend  to  put  it  all  in  incentives? 

Mr.  Greenspan.  It  is  very  difficult  for  me  to  respond  to  that 
without  getting  into  the  detail  of  the  program,  and  I  would  prefer 
to  stay  away  from  that  type  of  answer. 

Mr.  Orton.  All  right.  Then  let  me  follow  up.  Also  being  a 
member  of  the  Banking  Committee,  I  am  very  interested  in  your 
comments  on  page  9  in  which  you  said  the  Federal  Reserve  "is 
working  closely  with  other  banking  regulators  to  ensure  that 
undue  impediments  to  credit  flows  are  removed." 

Could  you  specify  what  you  mean  with  regard  specifically  to  re- 
porting requirements  and  other  regulatory  burdens?  Do  you  have 
any  specific  comments? 

Mr.  Greenspan.  As  I  mentioned  to  the  subcommittee  of  the 
House  Banking  Committee  yesterday,  the  type  of  change  that  I  per- 
sonally would  like  to  see  as  affecting  the  credit  crunch  in  a  way 
which  does  not  undercut  the  safety  and  soundness  of  the  system  is 
to  restore  the  ability  of  community  banks  to  make  character  loans. 

As  a  consequence  of  regulatory  and  statutory  requirements,  the 
amount  of  paperwork,  the  appraisal  costs,  a  whole  variety  of  issues 
that  are  required  in  order  to  make  a  relatively  small  loan  to  some- 
body whom  you  have  known  for  many  years  takes  the  profit  out  of 
doing  that.  And  it  would  be,  in  my  judgment,  something  to  improve 
the  system  which  would  enable  the  particular  banking  skills  of  the 
small  banker  to  actually  mean  something. 

I  mean,  what  is  it  that  a  banker  does?  What  does  he  know?  He 
knows  the  quality  and  the  credit  standing  of  the  people  to  whom 
he  makes  loans,  and  when  you  are  in  a  small  community,  you 
pretty  well  have  a  judgment  as  to  who  is  going  to  pay  back  and 
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who  is  not  going  to  pay  back,  irrespective  of  the  collateral  that  is 
involved.  That  ability  is  an  economic  value  which  we  are  suppress- 
ing as  a  consequence  of  too  rigid  requirements  with  respect  to  the 
making  of  a  number  of  small  business  loans.  And  I  trust  that  we 
can  find  a  way  to  ease  that  especially,  in  fact  for  relatively  well- 
capitalized  banks  who  clearly  are  in  a  position  to  make  such  loans 
without  undermining  the  safety  and  soundness  of  the  institution. 

Mr.  Orton.  Thank  you. 

Chairman  Sabo.  Mr.  Smith? 

Mr.  Smith  of  Michigan.  We  have  talked  about  the  deficit  and 
using  some  kind  of  ratio  between  spending  cuts  and  increasing 
taxes  to  reduce  the  deficit.  Of  these,  you  have  indicated  that  spend- 
ing reductions  are  more  important. 

In  terms  of  the  consideration  of  increasing  taxes,  is  it  fair  to  say 
that  a  net  increase  in  taxes  on  business  is  going  to  tend  to  depress 
business  activity  in  the  economy? 

Mr.  Greenspan.  I  would  say  any  tax  will  do  that.  I  mean,  it  is 
fairly  well  known  that  when  you  tax  something,  you  will  have  an 
effect  on  production. 

The  question  basically  is  what  is  the  balance  of  taxes  and  ex- 
penditures, and  what  effect  does  that  have  on  the  deficit,  because 
clearly,  to  the  extent  that  a  budget  reduction  lowers  real  long-term 
interest  rates,  it  will  enhance  economic  activity.  But  if  you  are 
looking  at  solely  the  first-stage  effect  of  increasing  a  tax,  it  will 
constrain  activity. 

Indeed,  in  years  past,  many  fiscal  actions,  surtaxes,  and  raising 
taxes,  were  done  for  the  purpose  of  doing  that. 

Mr.  Smith  of  Michigan.  It  is  my  understanding  that  the  Presi- 
dent's proposal  increases  taxes  on  business,  that  there  is  a  net  in- 
crease on  business.  Part  of  that  tax  increase  is  offset  with  invest- 
ment credit  reductions  for  the  big  business  that  will  last  2  years. 

Is  the  investment  credit  that  we  did  away  with  in  1986  a  signifi- 
cant tax  incentive  for  businesses  to  expand  and  buy  new  machinery 
and  equipment,  and  should  it  be  permanent? 

Mr.  Greenspan.  As  I  recall  what  the  President  is  recommending, 
he  is  talking  about  an  incremental  investment  tax  credit  for  the 
large  firms,  limited  to  2  years,  and  then  a  permanent  one  for  small 
business. 

The  evidence  does  suggest  that  there  is  an  increase  in  invest- 
ment that  has  occurred  when  we  have  imposed  investment  tax 
credits;  that  is,  we  have  put  them  on  and  taken  them  off,  as  you 
know.  Congressman,  many  times,  so  that  we  have  really  sort  of  the 
ideal  experiment  for  an  economist  where  you  can  actually  see  what 
happens  on  both  sides.  And  the  preponderance  of  evidence  suggests 
that  that  has  increased  investment. 

I  ought  to  say,  however,  that  by  the  very  nature  of  an  invest- 
ment tax  credit,  you  are  encouraging  business  which  could  not 
meet  the  so-called  hurdle  rate,  the  required  rate  of  return  on  a  pre- 
tax basis,  and  it  is  only  because  of  the  tax  credit  that  the  invest- 
ment moves  forward,  which  means  that  while  it  is  investment  and 
it  is  productive,  it  is  not  the  high-quality  investment,  because  clear- 
ly the  high-quality,  high-return  investment  would  occur  with  or 
without  an  investment  tax  credit. 
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Mr.  Smith  of  Michigan.  And  help  me  understand.  It  seems  that 
just  thinking  it  through,  with  Federal  Government  reaching  into 
the  available  pot  that  represents  money  that  is  available  to  lend 
out,  and  Government  is  reaching  in  and  taking  its  $300  billion  in 
our  deficit  spending,  that  it  would  be  driving  interest  rates  up 
more  than  appears  now  with  some  record  low  interest  rates. 

Mr.  Greenspan.  Does  the  deficit  itself  take  money  out  of  the 
system?  Is  that 

Mr.  Smith  of  Michigan.  As  the  deficit  takes  available  money  out 
of  the  system,  in  a  sense  increasing  the  demand  for  whatever  is 
left,  it  seems  like  it  would  have  a  greater  propensity  to  drive  inter- 
est rates  up  than  is  evident  from  the  current  interest  rate. 

Mr.  Greenspan.  No.  I  would  say  the  current  interest  rate,  which 
is  down,  is  still  reflecting  a  significant  element  of  inflation  premi- 
um embodied  in  long-term  interest  rates,  and  indeed  the  tendency 
for  long-term  interest  rates  to  be  as  high  as  they  have  been  over  so 
many  years  in  the  last  decade  or  so  is,  in  my  judgment,  very  large- 
ly the  consequence  of  exactly  the  process  you  are  talking  about 
now. 

Mr.  Smith  of  Michigan.  So  they  would  come  down  even  further 
in  all  probability  if  deficit  spending  were  somehow  brought  under 
control. 

Mr.  Greenspan.  Remember  back  in  the  1960's  when  the  pre- 
sumption in  our  economy  was  that  deficits  were  under  control,  in- 
flation was  not  something  that  was  associated  with  the  United 
States'  institutional  and  cultural  environment.  We  had  long-term 
interest  rates  which  were  significantly  lower  than  they  are  today. 

Mr.  Smith  of  Michigan.  Does  there  need  to  be  some  other  tax 
policy  incentive?  With  interest  rates  low,  which  to  some  extent 
must  discourage  savings,  should  there  be  other  Federal  tax  policy 
that  tends  to  encourage  private  savings,  moving  away  from  the 
problem  that  the  deficit  has  on  reducing  net  savings? 

Mr.  Greenspan.  There  are  lots  of  different  ways  of  increasing 
savings  which  should  be  done  in  this  country.  We  save  much  too 
little. 

The  trouble  is  that  in  order  to  increase  savings,  you  have  to  con- 
sume less  out  of  a  given  income.  That  is  algebraically  necessary. 
And  it  is  not  clear  what  types  of  programs  actually  do  that. 

When  the  IRAs  were  first  brought  forth,  the  conventional 
wisdom  was  that  they  didn't  really  increase  savings  very  much  be- 
cause it  was  a  shift  of  individuals  taking  money  from  one  place  and 
putting  it  into  the  IRA. 

More  recent  evidence,  however,  is  beginning  to  indicate  that 
there  may  be  something  there,  as  well  as  in  the  401(k)  type  of  fund- 
ing, so  that  there  may  be  activities  which  can  be  implemented 
which  will  improve  the  saving  flows. 

Mr.  Smith  of  Michigan.  Thank  you. 

Chairman  Sabo.  Mr.  Blackwell? 

Mr.  Blackwell.  Dr.  Greenspan,  I  certainly  want  to  welcome  you 
here,  and  I  would  like  to  say  first  that  I  am  delighted  to  see  a 
person  like  you  heading  the  Federal  Reserve  System  at  this  point 
in  our  history,  because  we  need  someone  who,  I  believe,  at  least 
has  some  idea  of  the  rights  of  the  American  people. 
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I  read  this  morning  where  in  The  Washington  Post  Evans  and 
Novak  said  that  you  were  employing  central  banker  doubletalk  re- 
garding the  President's  package,  and  I  do  not  want  to  believe  that, 
because  I  think  you  are  an  honorable  person. 

I  think  that  we  have  to  look  at  the  fact  that  the  President  came 
in  with  a  package,  and  he  said:  If  we  try  to  take  apart  the  package, 
you  know,  keeping  the  things  that  we  like  and  take  out  the  things 
that  we  do  not  like,  it  is  not  going  to  work.  And  I  believe  that  is  a 
well-thought-out  program  and  that  it  should  be  supported. 

I  have  had  a  problem  over  the  years  with  the  Federal  Reserve 
System,  not  you  in  particular,  but  the  fact  that  I  believe  they  raise 
the  interest  rates  just  when  the  economy  is  getting  ready  to  turn 
around,  and  they  come  in  and  they  say  we  are  going  through  an 
inflationary  period,  and  they  raise  the  interest  rates,  and  it  puts 
the  economy  out  of  whack.  And  so  it  has  created  problems  that  we 
have  experienced  for  the  last  12  years,  and  people  are  suffering. 

And  when  I  hear  my  colleagues  talk  about  cutting  domestic  pro- 
grams or  whatever  or  complaining,  I  wonder  if  they  are  talking 
about  the  fact  that  we  have  a  measle  epidemic  in  the  country;  we 
have  a  TB  epidemic  in  the  country;  we  have  people  who  are  out  of 
work;  you  know,  and  others  who  make  $4.69  an  hour,  and  the 
prices  are  still  high.  We  worked  it  in  the  1980's  so  that  we  got 
down  to  minimum  wage,  but  no  one  ever  said  anything  about  high 
prices. 

There  is  no  way  you  can  make  $5  an  hour  and  pay  the  prices 
that  we  are  paying  in  this  country  to  survive,  and  so  we  have 
people  who  are  going  to  work  making  $5  an  hour  and  are  sleeping 
in  subways  or  going  back  home  to  sleep  with  mom. 

And  so  the  American  people  said:  We  want  a  change.  But  in 
order  to  do  this,  the  President  has  to  have  some  support  from  the 
people  in  this  Congress.  You  know,  you  would  have  thought  that  he 
was  on  this  Hill  for  the  last  12  years  and  that  he  created  all  these 
problems.  He  did  not.  I  would  like  to  remind  people  of  that. 

Now  I  read  yesterday  where  some  of  the  business  people  are 
going  to  redirect  their  money  into  tax-free  bonds.  My  question  to 
you  is:  What  would  that  do  in  terms  of  the  impact  it  would  have  on 
the  economy,  and  do  you  think  it  is  fair  for  the  business  people, 
where  evidently  some  of  them  did  quite  well — or  I  should  say  the 
upper  class  did,  anyway  during  the  last  12  years — do  you  think  it  is 
fair  for  them  now  to  say  that  even  though  we  are  experiencing  all 
these  problems  that  were  generated  in  another  period,  we  are  not 
going  to  help  this  President  solve  these  problems?  Do  you  think  it 
is  fair  for  anyone  to  do  that? 

Mr.  Greenspan.  Congressman,  you  are  demonstrating  why  it  is 
so  terribly  important  for  us  to  have  a  free  democratic  society  in 
which  every  representative  of  the  people  has  a  chance  to  take  a  po- 
sition and  why  the  system  works  as  it  does. 

If  we  listen  to  the  various  comments  around  here,  what  we  are 
picking  up  is  all  sorts  of  different  views  relevant  to  what  is  appro- 
priate, what  is  fair,  and  I  must  tell  you,  I  find  it  very  impressive. 
That  is  basically  what  our  fundamental  strength  as  a  Nation  is,  the 
ability  to  confront  the  type  of  problem  that  we  are  confronting  and 
hopefully  at  the  end  of  the  day  have  a  resolution  which  captures 
the  majority  of  the  electorate. 
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Mr.  Blackwell.  Well,  I  would  hope,  sir,  that  we  would  look  at 
the  tax-free  bonds.  I  think  it  is  time  to  redefine  what  the  public 
purpose  is,  to  redefine  whether  or  not  anyone  at  this  point  in  our 
history,  when  we  need  money,  to  have  the  right  to  buy  tax-free 
bonds.  I  think  everyone  should  pay  something.  And  if  you  make 
money  on  what  you  invest,  then  you  ought  to  be  satisfied.  We 
should  not  ask  little  old  ladies  to  sacrifice  or  anyone  else  if  we  are 
going  to  allow  those  who  have  the  money  to  circumvent  that  by 
buying  tax-free  bonds. 

It  amazes  me  that  just  this  morning  President  Clinton  is  taking 
on  the  European  Community  because  they  are  unfairly — unfairly — 
running  us  at  a  disadvantage  by  competing,  by  subsidizing  Airbus, 
and  on  your — on  the  fourth  page  of  your  statement,  you  indicated 
that  the  modest  gains  in  employment  and  the  continuing  high  un- 
employment rate  reflect,  in  part,  determined  efforts  by  firms  to 
limit  cost  and  boost  productivity  in  an  environment  of  intense  do- 
mestic and  foreign  competition. 

We  are  not  competing  with  any  foreign  country,  because  of  the 
fact  that  they  are  out-competing  us  by  subsidizing  their  business 
people  and  their  workers.  And  so  as  a  result,  we  have  high  unem- 
ployment, and  people  are  calling  for  change. 

So  I  believe  that  the  Federal  Reserve  System  plays  a  major  part 
in  whether  or  not  we  have  prosperity  and  whether  or  not  we  have 
a  recession.  And  I  believe  that  as  appointed  people,  they  have  an 
obligation  to  support  this  President. 

And  I  read  where  some  of  your  colleagues  was  telling  you  to 
back  up — I  do  not  know  whether  that  is  true  or  not — but  telling 
you  to  back  up.  And  I  believe,  sir,  with  all  due  respect,  that  we 
elected  one  President.  He  has  the  right  to  turn  this  country 
around. 

The  fact  is,  we  have  bankruptcy  in  airlines  and  the  savings  and 
loans.  We  have  to  pay  for  it.  You  see,  we  have  these  people  who 
talk  about  tax-and-spend,  but  we  also  have  these  people  who  talk 
about  spend  and  no  tax.  You  cannot  have  it  both  ways.  You  cannot 
spend  and  not  tax.  And  we  have  had  people  that  do  that  for  the 
last  40  years. 

All  the  programs,  the  Supercollider,  vote  for  it!  When  it  comes  to 
taxes,  no.  You  cannot  have  it  both  ways.  And  so  we  are  going  to 
ever  turn  this  economy  around  so  that  we  can  give  it  back  to  the 
American  people  and  not  2  percent  of  the  population,  and  I  think 
we  are  going  to  have  to  cooperate  with  this  President.  And  I  hope 
that  you  will  play  a  major  part. 

Once  again,  I  do  not — I  have  a  high  regard  for  you,  sir,  and  I 
have  watched  you  over  the  years,  and  I  know  your  philosophy,  and 
I  believe  it  is  a  good  one.  But  I  am  not  so  sure  that  you  are  sur- 
rounded with  people  who  feel  the  way  you  do. 

Thank  you. 

Chairman  Sabo.  I  thank  the  gentleman. 

The  gentleman  from  Texas? 

Mr.  Smith  of  Texas.  Thank  you,  Mr.  Chairman. 

Dr.  Greenspan,  yesterday,  Joseph  Rosenberg,  who  is  a  member  of 
the  Treasury's  Borrowing  Advisory  Committee  and  whom  I  sure 
you  know,  said  he  worries  that  "taxes  will  hurt  consumer  spending 
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and  slow  investment  by  corporations.  I  do  not  recall  any  time  in 
history  when  higher  taxes  led  to  a  more  vibrant  economy." 

Do  you  feel  that  the  administration's  deficit  reduction  plan  is 
going  to  defy  history,  and  do  you  think  that  raising  taxes  is  going 
to  stimulate  the  economy? 

Mr.  Greenspan.  As  I  said  earlier,  I  do  not  think  taxes  per  se 
stimulate  anything.  They  are  there  for  the  purpose  of  raising  reve- 
nue to  meet  expenditures,  and  justification  for  taxation,  with  rare 
exceptions,  is  to  finance  needed  expenditures  in  the  Federal 
budget. 

The  actual  composition  of  taxes  and  expenditures  and  the  struc- 
ture of  the  deficit  itself  is,  as  I  indicated  earlier,  fundamentally  a 
political  issue  in  that  sense  of  the  word. 

Mr.  Smith  of  Texas.  Taxes,  themselves,  are  not  going  to  help?  It 
is  the  combination?  And  as  you  mentioned  to  an  earlier  two  ques- 
tions, the  more  spending  the  better,  as  much  as  Congress  will  pass 
in  the  way  of  spending  cuts,  the  better  as  well? 

Mr.  Greenspan.  If  the  purpose  is  basically  to  reduce  the  deficit 
and  remove  the  anti-incentive  elements  that  are  involved  in  any 
tax,  obviously  one  would  want  to  put  as  much  in  the  way  on  the 
expenditure  side  as  you  can. 

Mr.  Smith  of  Texas.  I  understand.  Is  it  not  dangerous  or  at  least 
risky  to  have  an  economic  plan  that  relies  on  tax  revenues  to  both 
reduce  the  deficit  and  fund  additional  spending,  and  is  it  not  risk 
because  you  never  know,  there  may  be  an  economic  downturn;  you 
may  not  collect  as  much  revenue  as  you  expect?  So  is  not  any  plan 
that  relies  on  those  additional  tax  revenues  to  both  reduce  the  defi- 
cit and  increase  spending  going  to  be  a  risky  proposition? 

Mr.  Greenspan.  The  riskiest  thing  at  the  moment  is  to  do  noth- 
ing, and  that  is  the  reason  why  I  have  been  pressing  very  hard  on 
this  question. 

Mr.  Smith  of  Texas.  Well,  what  about  a  plan  that  is  premised  on 
the  way  I  just  described;  is  that  not  a  risky  plan  as  well? 

Mr.  Greenspan.  Every  budget  plan,  even  the  ones  that  I  like — 
very  specifically  have  elements  of  risk  in  them.  That  is  the  nature 
of  any  program. 

But  I  do  want  to  emphasize  that  it  is  very  easy  for  us,  as  we  have 
done  over  many  years,  to  get  involved  in  saying  why  particular 
plans  are  not  any  good.  And  it  is  very  easy  to  do  that,  because  they 
all  have  risks  associated  with  them. 

But  if  that  leads  us  to  the  conclusion  that  we  are  going  to  do 
nothing,  I  would  say  that 

Mr.  Smith  of  Texas.  I  am  not  suggesting  that.  My  only  point 
was  to  confirm  what  you  just  said,  which  is  this  plan,  but  perhaps 
like  other  plans,  is  risky  if  it  does  not  have  a  solid  foundation  on 
which  it  is  built. 

Let  me  carry  that  point  one  more  step.  You  may  have  seen  in 
today's  Washington  Post  a  column  by  David  Broder  that  said  this: 
"The  more  that  is  learned  about  the  deficit  reduction  plan,  the  less 
solid  it  looks.  As  much  as  $54  billion  of  claimed  spending  reduc- 
tions are  actually  increases  in  taxes  or  fees.  More  important,  major 
cost-cutting  moves  are  of  dubious  value.  That  is  bad  politics  as  well 
as  bad  economics." 
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As  you  know,  that  is  quite  an  indictment  by  David  Broder,  one  of 
the  Nation's  most  respected  political  columnists. 

I  assume  you  do  not  agree,  or  perhaps  you  do,  with  that  analysis. 
If  you  do  not  agree,  would  you  tell  me  what  you  disagree  with? 

Mr.  Greenspan.  I  cannot  really  respond  to  that  without  getting 
into  the  issues  which,  as  I  indicated  earlier,  I  just  do  not  think  it  is 
appropriate  for  me  to  get  involved  in. 

Mr.  Smith  of  Texas.  What  issues  do  you  not  feel  it  appropriate 
for  you  to  get  involved  with? 

Mr.  Greenspan.  We  at  the  central  bank  professionally  have  in- 
terests in  financial  stability  and  very  specifically  on  bringing  the 
structural  deficit  down.  How  that  is  done  in  the  detailed  program- 
matic measures  which  are  implemented  by  the  Congress  is  funda- 
mentally a  political  judgment  on  the  part  of  our  elected  representa- 
tives, and  I  feel  that — I  do  not  feel,  I  know — we  at  the  central  bank 
should  not  be  involved  in  that  type  of  process.  We  are  not  elected 
officials. 

Mr.  Smith  of  Texas.  I  understand  that. 

Mr.  Greenspan.  And  while  obviously  as  private  citizens  we  all 
have  views,  in  our  role  as  central  bankers  we  should  be  independ- 
ent of  that  process. 

Mr.  Smith  of  Texas.  I  understand  that.  Now  you  touched  upon 
this  earlier,  but  I  want  to  follow  up  on  a  question  as  well,  and  that 
is  that,  as  I  understand  it,  the  country  has  enjoyed  during  the  last 
two  quarters  the  strongest  economic  growth  we  have  had  in  the 
last  8  years,  and  if  that  is  the  case,  why  should  we  add  to  the  defi- 
cit and  pass  an  economic  stimulus  plan  that  at  least  half  of  which 
does  not  even  contribute  to  job  generation? 

Mr.  Greenspan.  The  recommendation  by  the  President,  as  it  is 
there,  as  I  indicated  before,  is  a  judgment  about  ensuring  or  put- 
ting into  place  elements  which  he  perceives  to  be  effective  in  secur- 
ing the  recovery  that  is  underway.  Whether  he  is  right  or  wrong  on 
that  issue,  I  think  you  are  going  to  have  to  make  that  judgment, 
because  that  is  basically  a  combined  economic/political  judgment. 

Mr.  Smith  of  Texas.  Dr.  Greenspan,  at  best,  even  if  the  stimulus 
plan  does  as  the  administration  says  that  it  will,  at  very  best,  it  is 
a  short-term  stimulus.  And  with  the  economy  already  growing,  why 
have  a  short-term  stimulus  that  is  not  going  to  be  permanent  and 
which  after  it  is  complete  may  end  up  hurting  the  economy  as 
well? 

Mr.  Greenspan.  That  is  a  judgment.  Congressman,  that  you  have 
to  make. 

Mr.  Smith  of  Texas.  Okay. 

Thank  you,  Mr.  Chairman. 

Mr.  Wise  [presiding].  Thank  you. 

I  note  with  interest,  for  the  record,  that  my  time  in  the  chair  co- 
incides with  my  time  to  speak,  so  the  chair  will  direct  some  ques- 
tions. 

Mine,  I  think,  are  basically  hopefully  analytical,  Doctor,  more 
than  policy-oriented. 

The  statement  has  been  made  many  times  here  today  that  a 
short-term  economic  stimulus  package  of  $30  billion  or,  say,  $10  to 
$15  billion  in  infrastructure  and  other  public  works,  that  in  the 
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context  of  a  $6  trillion  economy,  what  difference  does  it  really 
make? 

I  am  not  asking  you  to  comment  on  the  specifics  of  either  the 
President's  policy  or  any  of  the  elements  in  it.  But  I  am  asking  a 
general  question  which  is:  Is  it  always  a  one-to-one — if  you  make 
an  investment  such  as  building  a  road  or  a  bridge  or  releasing 
more  money — is  it  always  a  one-to-one  ratio,  or  indeed  are  there 
ripple  effects  in  an  economy  corresponding — or  consequences  that 
happen  down  the  road,  no  pun  intended,  down  the  road  so  that 
indeed  you  should  not  just  look  at  it  as  a  one-to-one  dollar  invest- 
ment? 

Mr.  Greenspan.  You  mean,  is  the  mix  relevant  here? 

Mr.  Wise.  Yes,  sir. 

Mr.  Greenspan.  Yes.  The  answer  is  that  how  and  what  the  mix 
is  does  have  economic  implications.  But  I  would  be  very  doubtful 
whether  or  not  the  difference  between  the  gross  number  and  the 
adjusted  number  really  make  all  that  much  difference. 

So  as  a  general  rule,  I  would  not  say,  unless  there  is  an  extraor- 
dinarily skewed  package,  that  the  weighting  of  various  different 
elements  in  it  makes  all  that  much  difference. 

Mr.  Wise.  Let  me  follow  up  in  a  slightly  different  area.  In  talk- 
ing about  the  investment  aspect  of  it,  does  a  dollar  put  into  a  road 
or  some  kind  of  infrastructure  improvement  arguably  have  more 
than  a  dollar's  worth  of  return  in  an  economy? 

Mr.  Greenspan.  I  would  certainly  say  that  it  does  matter  wheth- 
er or  not  you  are  investing  in  some  longer-lived  asset  or  consuming 
it.  Certainly  that  does  make  a  difference. 

Mr.  Wise.  Thank  you.  The  second  question  I  have  is  as  much  in- 
structional for  me — and  I  spent  much  of  Monday  meeting  with 
bankers,  small  bankers,  who  incidentally  would  appreciate  your  re- 
marks on  being  able  to  make  loans  with  a  little  less  regulation — 
but  something  that  is  a  little  confusing  that  a  lot  of  my  constitu- 
ents ask,  and  I  do  too — interest  rates,  largely  due  to  the  Federal 
Reserve,  are  at  an  all-time  low.  To  what  extent  is  a  small  business' 
inability  to  get  credit  due  to  either  crowding  out,  because  of  the 
deficit,  or  the  impact  of  regulation,  or  is  there  some  other  mix, 
some  other  element,  in  there? 

Mr.  Greenspan.  I  do  not  think  the  deficit  as  such  has  more  than 
an  indirect  effect.  Obviously  it  has  some,  but  it  is  not  the  primary 
issue. 

If  I  were  to  put  my  finger  on  the  crucial  factor,  I  would  say  it  is 
the  experience  of  lending  officers  over  the  1980's,  who  clearly  in 
retrospect  had  lax  loan  underwriting  standards  which  led  to  an 
awful  lot  of  underperforming  loans,  which  threatened  the  capital 
structure  of  a  lot  of  banks  and  raised  questions  about  the  viability 
of  the  institution  and  its  franchise,  and  indeed  scared  a  number  of 
them  significantly. 

As  a  consequence,  they  have  overreacted  in  being  far  more  re- 
strained with  respect  to  lending  and  the  standards  they  use  for 
making  loans  than  one  ordinarily  would  have  expected  just  as 
normal  business  practice.  In  a  sense,  they  overdid  it  in  pulling 
back.  And  what  we  are  looking  at,  obviously,  is  human  nature,  and 
it  is  very  difficult  to  pass  regulations  or  legislation  which  is  going 
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to  significantly  alter  how  individuals  who  have  been  frightened  by 
previous  actions  are  going  to  respond  in  a  current  environment. 

It  is  beginning  to  ease.  It  is  very  slow.  I  am  not  certain  that  it 
can  be  accelerated  particularly,  but  I  do  think  that  part  of  the 
lending  problem  is  the  result  of  excessive  regulatory  requirements, 
too  much  in  the  way  of  documentation  on  loans  and  costs  involved 
in  the  issues  of  appraisals.  When  you  begin  to  build  up  all  of  those 
costs,  you  are  effectively  looking  at  the  profit  that  a  small  banker 
can  make  with  a  customer,  and  if  the  costs  are  prohibitive,  he  is 
just  not  going  to  be  able  to  make  that  loan. 

We  may  not  be  able  to  change  human  nature,  but  I  hope  we  are 
able  to  change  the  regulatory  structure  which  does  inhibit 

Mr.  Wise.  Well,  you  would  appreciate  one  small  businessman's 
observation  to  me,  which  is:  I  have  more  income  than  I  ever  made 
before;  I  have  20  times  the  assets  of  when  I  last  came  to  this  bank, 
and  I  cannot  get  a  loan  for  one-tenth  of  the  amount  that  they  used 
to  give  me  one  for. 

One  last  followup:  To  what  extent,  then,  is  there  crowding  out 
occurring  in  the  capital  markets  today?  When  a  businessperson 
complains  of  not  having  access  to  capital,  is  it  directly  related  to 
the  deficit  today  in  the  sense  of  crowding  out? 

Mr.  Greenspan.  The  inadequacy  of  capital  does  not  reflect  the 
deficit  problem.  Indeed,  in  the  capital  markets,  we  have  had  a  very 
large  level  of  debt  and  equity  issuance  at  decreasing  interest  rates 
and  decreasing  costs  of  capital.  So  clearly  it  is  very  difficult  to 
make  the  case  that  there  is  private  crowding  out. 

But  what  is  the  case  is  that  for  small-  and  medium-sized  busi- 
nesses whose  major  source  of  credit  is  commercial  banks,  they  do 
have  a  problem.  I  would  not  call  it  crowding  out,  but  the  term 
"credit  crunch"  has  not  been  inappropriate,  as  far  as  I  can  see. 

Mr.  Wise.  Thank  you.  Doctor. 

I  recognize  the  gentleman  from  Arizona,  Mr.  Kolbe. 

Mr.  Kolbe.  Thank  you,  Mr.  Chairman. 

Dr.  Greenspan,  welcome.  In  your  testimony,  you  allude  to  the 
fact  that  there  is  going  to  be  some  revision — I  think  it  is  on  page  3 
of  your  testimony — to  data  that  has  become  available  since  this  es- 
timate was  prepared  suggesting  the  fourth  quarter  growth  could 
well  be  revised  up  substantially.  The  Washington  Post  a  few  days 
ago  points  out  that  the  Commerce  Department  may  well  revise  it 
upward  to  as  much  as  5  percent. 

That,  I  think — you  can  correct  me  if  I'm  wrong,  but  I  think  the 
last  time  we  had  a  quarterly  annualized  growth  rate  of  5  percent 
was  5  years  ago,  I  think,  in  1987;  is  that  not  correct? 

Mr.  Greenspan.  That  sounds  correct. 

Mr.  Kolbe.  In  your  view — and  I  know  you  do  not  want  to  com- 
ment on  the  specifics  of  the  President's  program,  so  my  question  is 
this:  In  your  view,  is  a  5  percent  real  growth  rate  adequate  to 
assure  that  we  have  a  sustainable  economic  recovery,  or  do  we 
need  an  additional  economic  stimulus? 

Mr.  Greenspan.  If  it  were  5  percent  for  several  quarters,  that 
would  be  evidence  that  the  recovery  is  truly  sustained  and  had,  in 
fact,  been  accelerating. 

As  I  said  to  a  committee  question  yesterday — at  least  I  think  it 
was  yesterday  because  it  is  difficult  to  keep  up  with  all  of  these  ses- 
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sions — the  basic  momentum  of  the  recovery  in  my  judgment  is  not 
yet  secured  until  we  get  beyond  problems  of  imbalances  in  the 
credit  markets,  the  considerable  difficulty  in  the  balance  sheet 
strain  which  a  lot  of  business  and  households  still  feel,  and  espe- 
cially until  we  get  beyond  the  accelerating  stage  of  defense  reduc- 
tions. 

The  economy  is  moving  forward,  as  I  indicated  in  my  prepared 
remarks.  The  first  quarter  is  progressing,  but  obviously  not  at  the 
pace  of  the  second  half  of  last  year,  so  that  there  has  been  some 
evidence  of,  at  least  through  the  first  half  of  the  first  quarter,  some 
slowing  down.  It  is  not  a  big  slowdown;  it  is  still  a  reasonably  good 
pace  of  activity. 

But  I  do  not  think  that  we  are  experiencing  at  this  stage  a  really 
strong,  accelerating  pace  of  recovery.  I  hope  that  that  occurs  rea- 
sonably soon,  but  that  is  a  forecast,  and  that  is  not  something 
which  I  could  report  on  as  I  see  the  evidence  emerging  at  the 
moment. 

Mr.  KoLBE.  Well,  I  am  not  sure  that  I  got  the  answer  to  my  ques- 
tion. But  will  a  $31  billion  or  $16  billion  of  spending  stimulus  be  an 
assistance  to  what  you  see  as  a  slowdown  in  the  economy  in  this 
first  quarter? 

Mr.  Greenspan.  That  is  a  judgment  which  a  number  of  econo- 
mists would  differ  on.  In  any  event,  I  don't  think  anybody  would 
say  that  it  is  a  large  number  or  would  have  a  material  effect  one 
way  or  the  other. 

There  are  those — I  think  certainly  two  of  my  colleagues  in  the 
administration  think  that  it  is  valuable  insurance  to  ensure  that 
the  economy  accelerates.  There  are  those  who  think  it  is  unneces- 
sary and  counterproductive. 

But  there  is  a  dispute  in  the  economics  profession  on  this  ques- 
tion and,  I  think,  a  legitimate  one;  that  is  that  one  can  take  either 
side  of  this  argument.  But  none  that  I  am  aware  of  will  argue  that 
it  is  a  very  large  number  in  any  respect. 

Mr.  KoLBE.  In  your  opening  remarks,  you  also  talk  about  the  fact 
that  the  President's  budget  proposals  have  prompted  anticipation 
in  the  markets  that  there  will  be  genuine  progress  in  the  reduction 
of  Federal  budget  deficits,  and  you  go  on  to  talk  about  the  declines 
in  intermediate  and  long-term  interest  rates. 

I  am  a  little  puzzled  by  that.  Some  other  things  that  we  read 
would  suggest  a  little  bit  different  interpretation,  that  the  markets 
are  putting  on,  or  you  are  over  at  the  Fed,  Dr.  Greenspan,  noting 
today's  Wall  Street  Journal:  Bond  traders  saw  expectations  of  a 
weakening  economy  as  a  reason  for  the  huge  rally. 

And  yet  you  are  saying  that  it  is  because  of  the  anticipation  of  a 
long-term  decline  in  interest  rates. 

Is  it  not  true  that  the  bond  market  generally  is  good  in  a  time  of 
a  weaker  economy  when  that  is  the  source  of  capital? 

Mr.  Greenspan.  No.  I  think  that  is  right.  Congressman.  The  only 
reason  I  would  be  skeptical  that  the  President's  program  is  not  the 
major  cause  is  not  so  much  the  change,  but  the  level.  We  have  had 
periods  in  the  recent  past  where  the  economy  was  exhibiting  far 
more  concerns  about  the  outlook,  and  long-term  interest  rates  were 
much  higher. 
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So  I  would  say  that  rather  than  look  at  it  in  terms  of  the  imme- 
diate trend,  it  is  very  difficult  to  envisage  a  view  that  the  economy 
would  be  weakening,  for  which  the  evidence,  I  must  tell  you,  is  not 
there,  and  then  say  that  we  should  have  a  long-term  interest  rate 
which  is  significantly  below  what  it  was  when  the  economy  was 
really  weak. 

Mr.  KoLBE.  My  last  question:  You  rightly  pointed  out  the  impor- 
tance of  deficit  reduction,  and  the  Congress  is  focusing  on  that. 
Some  of  us  have  been  talking  about  that  around  here  for  a  long 
time. 

In  your  view,  does  it  make  a  difference  in  terms  of  deficit  reduc- 
tion— does  it  make  a  difference  whether  that  comes  from  increased 
taxes  or  from  spending  cuts  or,  from  an  economic  standpoint,  is  it 
the  same? 

Mr.  Greenspan.  As  I  indicated  in  my  prepared  remarks,  if  one 
is  looking  at  the  probability  of  a  sustained  reduction  in  the  deficit, 
the  probability  is  higher  if  it  is  done  from  the  expenditure  side 
than  from  the  tax  side. 

Mr.  KoLBE.  Thank  you,  Mr.  Chairman. 

Chairman  Sabo  [presiding].  Mr.  Pomeroy? 

Mr.  Pomeroy.  Dr.  Greenspan,  I  used  to  be  an  insurance  regula- 
tor, and  as  I  have  learned  more  about  banking  regulation,  I  have 
been  very  surprised  about  the  tremendous  amount  of  regulations 
not  directed  at  the  safety  and  solvency  of  the  institutions,  but 
rather  at  market  practices  of  the  banking  institutions  themselves. 

Do  you  believe  there  is  a  link  between  overregulation  in  non-sol- 
vency areas  and  a  tightening  of  credit  in  the  small  banks  across 
this  country? 

Mr.  Greenspan.  Yes,  I  do.  Congressman. 

Mr.  Pomeroy.  On  a  completely  different  topic.  Dr.  Greenspan,  we 
have  heard  from  the  administration  that  this  new  package  is 
geared  toward  changing  the  expenditures  of  this  country  from  con- 
sumption-based to  investment-based,  particularly  when  talking 
about  infrastructure  investment. 

Is  it  not  true  that  as  a  component  of  our  national  spending  pro- 
gram, infrastructure  investment  has  lagged  over  the  last  12  years? 

Mr.  Greenspan.  It  depends.  Relative  to  what?  Obviously  the 
actual  outlays  have  lagged  as  the  highway  program,  the  nationwide 
highway  program,  that  was  initiated  in  the  1950's  has  clearly  come 
to  a  termination,  and  that  has  had  a  major  impact. 

Similarly  the  changing  demographics  have  decreased  the  needs 
for  a  number  of  educational  buildings  and  a  variety  of  other  issues. 
So  in  that  sense,  clearly  the  thrust  of  public  infrastructure  spend- 
ing has  slowed  down.  But  there  is  a  considerable  question  among 
those  who  evaluate  this  as  to  whether,  in  fact,  it  is  more  than  it 
should  be.  That  is  a  value  judgment  obviously,  but  the  trends  have 
slowed  down  after  some  extraordinary  advances  in  earlier  decades. 

Mr.  Pomeroy.  To  the  extent  that  infrastructure  repairs  involving 
critical  transportation  arteries  or  bridges  which  are  components  of 
public  infrastructure  that  are  essential  over  the  long  term  to  meet 
the  needs  of  the  people  of  this  country  are  not  funded  and  ad- 
dressed on  an  ongoing  basis,  do  they  not  essentially  represent  an 
accruing  liability  of  this  country?  That  while  this  might  not  be  re- 
flected on  the  balance  sheet  as  debt,  it  will  represent  a  draw  on 
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future  public  resources  that  is,  in  fact,  a  growing  tangible  liability 
of  this  country. 

Mr.  Greenspan.  That  is  an  interesting  question  you  raise,  Con- 
gressman, and  it  has  created  a  goodly  part  of  academic  research. 
There  are  numbers  of  people  who  are  trying  to  make  judgments 
about  the  rates  of  return  on  various  different  elements  in  public 
infrastructure  compared  with  comparable  types  of  rates  of  return 
in  the  private  sector. 

And  my  recollection — and  I  may  be  mistaken  in  this — is  that 
what  the  results  tend  to  show  is  that  the  critical  areas  you  refer  to, 
the  ones  where  if  you  do  not  do  something,  the  system  breaks 
down,  implicitly  have  a  very  significant  rate  of  return  associated 
with  them,  and  that  is  essentially  the  argument  that  the  revenues 
or  the  values  of  services  that  occur  from  the  infrastructure  that 
one  is  getting  is  a  measure  of  the  maintenance  expenditure,  but  if 
you  fail  to  do  that,  the  system  breaks  down,  and  it  is  the  difference 
between  the  actual  services  and  what  you  get  if  it  breaks  down, 
which  is  the  measure  of  the  rate  of  return. 

And  there  are  a  number  of  types  of  projects  which  exhibit  that 
characteristic,  but  there  is  a  very  considerable  dispute  as  to  wheth- 
er public  infrastructure  in  the  aggregate  creates  rates  of  return 
and  services  that  are  comparable  to  equivalent  private  institution 
types  of  construction  and  activity. 

Mr.  PoMEROY.  It  would  be  my  hope  that  the  investment  compo- 
nent and  stimulus  component  of  the  package  would  be  geared 
toward  the  more  critically  needed  components  of  infrastructure 
that  have  not  been  addressed  and,  in  my  opinion,  represent  a  grow- 
ing liability  of  this  country. 

One  final  question,  and  I  believe  it  is  reflected  in  your  statement: 
The  future  economic  health  of  this  country  requires  dramatic 
action  in  order  to  get  a  handle  on  the  out-of-control  inflation  pres- 
ently experienced  in  the  cost  of  medical  services.  Would  you  agree 
with  that  proposition? 

Mr.  Greenspan.  Yes,  Congressman,  I  would. 

Mr.  Pomeroy.  No  further  questions. 

Thank  you. 

Chairman  Sabo.  Before  I  yield  to  Congresswoman  Snowe,  let  me 
just  follow  up  a  little  bit  on  Mr.  Pomeroy's  question. 

Is  not  our  problem  in  measuring  the  impact  of  infrastructure  in- 
vestment that  it  is  sort  of  incremental  in  terms  of  change  of  traffic 
patterns  in  our  transport  of  goods  and  services? 

I  was  struck  recently — I  was  visiting  with  a  friend  from  Europe, 
who  indicated — when  was  it,  February  1 — all  of  a  sudden  truckers 
in  Europe  no  longer  needed  to  stop  at  borders.  And  the  history  had 
been  that  they  had  averaged  10  miles  an  hour  as  they  went  from 
Northern  Europe  to  Southern  Europe,  and  all  of  a  sudden,  because 
of  that  change  within  the  European  Community  of  not  having  to 
stop  at  borders,  they  estimated  they  \vere  going  to  have  speeds  of 
40,  50  miles  an  hour  to  transport  goods. 

I  would  think  that  would  have  a  dramatic  impact  on  the  produc- 
tivity of  transport  of  goods  within  the  European  Community.  And 
the  problem  we  have,  as  it  relates  to  the  question  Mr.  Pomeroy 
talked  about  and  Mr.  Wise  has  talked  about,  is  our  changes  are  not 
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that  dramatic,  but  we  sort  of  incrementally  fall  a  little  bit  further 
behind,  and  it  is  therefore  difficult  to  measure. 

Mr.  Greenspan.  If  one  can  identify  bottlenecks,  by  definition,  ex- 
penditures for  their  reduction  have  an  abnormal  rate  of  return. 

Chairman  Sabo.  Ms.  Snowe? 

Ms.  Snowe.  Thank  you,  Mr.  Chairman. 

Thank  you.  Dr.  Greenspan,  for  being  here  today.  And  I  know  you 
have  answered  this  question  a  number  of  different  ways,  but  con- 
cerning the  economic  plan  presented  by  President  Clinton,  I  think 
you  would  agree  that  sustaining  credibility  on  an  economic  plan, 
specifically  at  this  time,  given  the  size  of  the  deficit,  given  the 
impact  it  has  had  on  the  economy  and  will  continue  to  have  in  the 
future  and  throughout  this  decade,  that  it  is  even  more  critical  and 
imperative  to  have  a  very  credible  deficit  reduction  package. 

In  many  ways,  President  Clinton  has  made  a  good-faith  effort. 
But  the  serious  concern  that  we  also  have  is  the  issue  concerning 
spending  reductions.  And  I  know  that  part  of  those  decisions  will 
be  part  of  the  political  process  here. 

But  does  it  concern  you  that  spending  reductions  primarily  occur 
in  the  later  years— in  1996,  1997,  1998,  primarily  1997  and  1998— 
because,  as  you  know,  if  a  year  from  now  the  American  people's 
perception  about  this  package  are  not  realized,  that  also  could  have 
an  impact  on  the  economy. 

If  they  realize  they  have  substantial  tax  increases,  but  in  return 
they  are  not  getting  significant  spending  reductions  that  translate 
into  serious  deficit  reduction,  and  if  you  look  at  the  figures,  at  least 
the  projected  figures  for  the  outyears,  in  1998  at  the  conclusion  of 
this  agreement,  the  deficit  will  be  $241  billion.  And  that  is  assum- 
ing that  there  are  no  other  spending  increases;  that  is  assuming 
that  there  is  not  any  other  unforeseen  circumstance  that  could 
have  an  impact  on  the  deficit. 

And  I  guess  that  is  my  concern  here,  is  the  credibility  in  the  long 
term  with  this  package  and  how  that  can  be  sustained.  And  so  it  is 
from  that  standpoint  that  I  ask  you  that  question  from  the  fact 
that  you  still  are  going  to  have  sizeable  deficits  at  the  end  of  this 
period.  The  average  life  of  a  budget  agreement  is  2  to  3  years 
around  here.  And  ultimately  that  could  have  serious  economic  con- 
sequences once  again,  and  we  will  find  ourselves  in  the  same  cir- 
cumstances that  we  find  ourselves  today. 

Mr.  Greenspan.  It  is  certainly  the  case  that  the  issue  of  how 
either  receipts  or  expenditures  are  budgeted  in  outyears  will 
depend  on  the  form  of  the  legislative  structure  that  is  imposed.  The 
way  I  like  to  put  it  is  that  programmatic  changes  have  to  be  hard- 
wired to  be  credible. 

In  other  words,  you  cannot  just  have  a  goal.  But  if  you  put  some- 
thing in  legislation  at  this  particular  stage,  that  is  not  to  say  that 
the  Congress  cannot  unwind  it  a  later  date,  but  it  would  require 
legislative  action  to  unwind  it,  and  one  could  probably  presume 
that  the  farther  out  that  one  gets,  the  probability  that  that  will  not 
be  achieved  obviously  rises. 

But  I  would  also  think  that  to  the  extent  that  actual  hardwiring 
occurs — that  is,  very  specific  legislative  requirements  occur — it  is 
increasingly  difficult  to  unwind  it  years  out,  and  things  do  take 
effect. 
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Will  you  get  100  percent  of  what  you  put  in?  Unlikely.  Will  you 
get  a  very  significant  part  of  it?  I  suspect  that  you  will.  And  I 
would  say  that  is  probably  true  on  both  the  receipts  and  the  ex- 
penditure sides. 

Ms.  Snowe.  So  what  you  are  saying  is  that  we  should  pass  the 
entire  package  in  toto.  And  then  I  think  in  addition  to  that,  it  is 
going  to  require  a  change  in  the  Budget  Enforcement  Act,  because 
the  savings  that  result  from  the  tax  increases  do  not  necessarily 
come  under  the  pay-go  provisions.  It  might  not  generate  a  seques- 
ter. 

Mr.  Greenspan.  As  I  understand  it,  the  administration  is  going 
to  be  offering  such  a  package  at  some  point,  at  least  from  what  I 
read  in  the  newspapers  and  what  I  read  in  the  various  different 
documents. 

But  the  enforcement  mechanism  is  very  crucial  to  this.  No  ques- 
tion. 

Ms.  Snowe.  I  would  also  think  advancing  some  of  these  spending 
cuts  in  their  early  years  would  strengthen  the  credibility  of  this 
package  in  terms  of  making  sure  they  are  achievable  and  that  we 
do  follow  through  with  them. 

In  addition  to  that,  what  impact — given  the  fact  that  the  deficit 
will  be  $206  billion  and  $241  billion  in  1997  and  1998,  will  that 
reduce  the  Federal  Government's  tremendous  absorption  of  private 
savings?  I  mean,  it  is  up  to  60  percent  now  of  the  available  credit 
in  this  country.  To  what  extent  will  that  be  reduced,  given  the  size 
of  the  deficits  in  the  outyears? 

Mr.  Greenspan.  If  the  deficit  is  achieved,  as  the  budget  indi- 
cates, it  will  decline  as  a  percent  of  the  gross  domestic  product,  and 
one  would  presume  decline  also  as  a  percent  of  gross  private  sav- 
ings, which  is  one  of  the  major  purposes  of  going  in  that  direction. 

Ms.  Snowe.  Finally,  in  reference  to  the  credit  crunch,  I  know  we 
have  discussed  this  issue  before,  and  it  has  been  a  problem  for, 
well,  at  least  2  years  and  perhaps  as  long  as  3  years,  and  certainly 
in  my  neck  of  the  woods  and  in  the  State  of  Maine — as  you  men- 
tioned, the  New  England  region  has  been  hardest  hit  by  the  credit 
crunch — what  exactly  can  we  do  to  alleviate  this  situation,  because 
I  am  still  hearing  it  time  and  time  again  from  people  and  from 
small  businesses,  the  inability  to  secure  loans,  or  they  are  being 
called  in  for  changing  circumstances,  even  though  they  are  paying 
their  payments  on  a  monthly  basis? 

It  just  does  not  seem  to  make  sense  at  all.  And  I  know  we  have 
tried  to  be,  we  have  met  with  the  regulators;  we  have  tried  to  ease 
the  regulatory  burden  in  that  sense  or  the  conflicts  that  exist 
among  the  agencies  and  the  bank  examiners  in  approving  their 
methods,  but  it  is  still  not  working. 

And  I  am  just  wondering  to  what  extent  this  is  going  to  continue 
to  persist.  And  certainly  a  State  like  Maine  that  has  so  many  small 
business — that  is  90  percent  of  our  economy  in  Maine. 

Mr.  Greenspan.  I  agree  with  you.  The  results  that  have  been  ac- 
complished to  date  in  trying  to  break  the  back  of  this  credit  crunch 
have  not  been  acceptable,  in  my  judgment.  There  has  been  some 
improvement.  Loans  have  edged  up.  There  has  been  some  evidence 
that  small  business  lending  restrictions  have  eased  slightly.  But 
clearly  nowhere  near  enough. 
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As  I  indicated  earlier,  the  major  problem  we  have  is  fear  on  the 
part  of  bankers,  and  that  is  not  easy  to  readily  resolve. 

I  do  think,  however,  there  are  a  number  of  things  we  can  do  to 
help  the  situation.  But  to  completely  eliminate  it,  I  doubt  that  we 
can  do  that  until  bankers  feel  comfortable  about  extending  them- 
selves, taking  risks,  doing  what  they  are  supposed  to  do,  namely 
make  essentially  illiquid  loans.  That  is  what  a  bank  loan  is.  And 
they  have  been  very  chary  of  late  about  moving  in  that  direction. 

Ms.  Snowe.  Thank  you  very  much. 

Chairman  Sabo.  Mr.  Hoke? 

Mr.  Hoke.  Thank  you  very  much,  Mr.  Chairman. 

And  it  is  great  to  see  you,  Dr.  Greenspan,  and  thank  you  for 
being  here. 

I  still — there  are  some  aspects  of  this  that  I  really  do  not  under- 
stand that  I  would  like  you  to,  if  you  could,  give  some  clarification 
on,  because  we  keep  talking  about  this  deficit  reduction  plan, 
which  frankly  to  me  as  someone  who  has  not  been  conversant  with 
this  committee's  work  since  the  early  1970's,  as  you  have,  seems 
like  an  Orwellian  use  of  language,  in  that  there  really  is  no  deficit 
reduction  involved  in  this  at  all.  What  there  is,  is  a  spending  of 
fewer  dollars  than  what  have  been  projected  by  CBO's  baselines 
with  respect  to  fiscal  1994  through  1997  or  1998,  depending  on  the 
period  that  you  want  to  look  at. 

And  what  it  really  is,  is  a  $916  billion  deficit  expansion  program, 
which  will  leave  us  with  a  $5.1  trillion  debt  or  thereabouts  at  the 
close  of  fiscal  1997. 

Now  I  guess  the  first  threshold  question  would  be:  At  least,  do  I 
understand  that  properly? 

Mr.  Greenspan.  If  you  are  raising  the  question  that  even  though 
the  deficit  is  being  reduced,  it  is  still  a  deficit,  and  a  deficit  means 
that  the  total  stock  of  public  debt  continues  to  rise,  unquestionably 
that  is  correct. 

Mr.  Hoke.  There  is  no  question  about  it.  And  what  we  are  going 
to  do  is,  we  are  going  to  go  from  about  4.2  to  5.1  in  the  next  4 
years? 

Mr.  Greenspan.  The  issue  of  deficit  reduction  that  is  being  dis- 
cussed is  essentially,  as  everyone  likes  to  say,  from  the  baseline; 
that  is,  the  estimate  of  what  current  law  indicates  is  likely  to  be 
over  the  next  series  of  years,  and  one  must  presume  that  the  ac- 
tions that  are  taken  by  the  Congress  that  affect  current  law,  and 
therefore  the  changes  in  expenditures  and  receipts  are  the  deficit 
reduction  that  occurs  as  a  consequence  of  Congressional  action. 

Mr.  Hoke.  Yes,  I  understand  all  that.  Doctor.  But  just  so  that  I 
get  the  numbers  right,  I  mean,  at  the  close  of  fiscal  1997,  we  are 
talking  about  a  total  Federal  debt  in  the  neighborhood  of  $5.1  tril- 
lion? 

Mr.  Greenspan.  That  sounds  like  the  gross  public  debt.  The  debt 
to  the  public  per  se,  after  excluding  the  agency  holdings  of  Federal 
securities,  is  less  than  that. 

Mr.  Hoke.  Right.  But  as  far  as  the  full  public  debt,  that  is 

Mr.  Greenspan.  That  is  correct. 

Mr.  Hoke,  [continuing]  essentially  correct?  All  right.  So  we  have 
$5.1  trillion  of  debt. 
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Now  you  stated  a  number  of  times  in  your  presentation  this 
morning,  and  Mr.  Panetta  stated  very  eloquently  last  September 
and,  I  think,  repeated  again  this  past  week  when  he  was  here,  that 
the  Federal  debt,  the  gross  debt,  is  something  that  puts  the  hand- 
cuffs on  growth  in  this  country.  It  slows  down  job  creation,  et 
cetera,  et  cetera.  I  mean,  clearly  nobody  disagrees  that  this  is  a  se- 
rious problem. 

What  I  do  not  understand  is:  Do  you  have  an  opinion  as  to  what 
number,  at  what  point,  we  are  in  a  crisis?  Where  do  we  hit  hyper- 
inflation? Where  does  this  spiral  get  out  of  control?  At  what  point 
do  we  no  longer  have  control  of  the  money  supply?  Is  it  at  $5  tril- 
lion or  $7  trillion  or  $10  trillion?  What  do  you  look  at  to  make  that 
determination? 

Mr.  Greenspan.  Fortunately,  Congressman,  we  are  not  anywhere 
near  the  crisis  point  in  the  sense  that  there  is  a  major  breaking- 
down  of  the  system.  We  are  not  near,  obviously,  to  the  types  of,  as 
you  put  it,  hyperinflation  which  has  existed  in  other  countries. 

In  the  usual  definition  of  "hyperinflation,"  just  to  put  it  in  con- 
text, are  prices  which  go  up  on  average  50  percent  a  month,  and, 
you  know,  we  go  up  .3  percent  on  average.  So  we  are  not  talking 
really  about  that. 

What  we  are  talking  about  is  the  fact  that  under  existing  law, 
after  the  budget  deficit  goes  down  because  defense  spending  and 
the  savings  and  loan  outlays  decline,  as  we  get  into  the  middle  part 
of  the  decade,  under  current  law  it  starts  back  up.  And  that  is  a 
trend  which,  because  as  the  debt  rises,  the  interest  payments  on 
the  debt  rise,  which  in  turn  makes  the  deficit  even  larger,  and  it  is 
an  arithmetically  cumulative  process,  which  many,  many  years 
down  the  road  becomes  unstable. 

And  it  is  that  which  we  cannot  allow  ourselves  to  get  remotely 
close  to. 

Mr.  Hoke.  Yes,  I  understand.  Doctor.  I  am  asking  you  specifically 
how  many  years,  how  much  debt? 

Mr.  Greenspan.  It  is  the  type  of  question  which  I  think  has  con- 
fronted economists  for  a  long  period  of  time,  and  no  one  has  suc- 
cessfully come  up  with 

Mr.  Hoke.  I  know.  But  you  are  here,  and  I  am  here,  and  I  am 
asking.  Do  you  have  an  opinion  on  it? 

Mr.  Greenspan.  And  I  am  telling  you,  I  wish  I  knew  the  answer 
to  that. 

What  I  do  know  is  that  the  trend  that  is  emerging  is  creating  an 
unacceptably  large  risk.  What  the  actual  consequences  are  some- 
time in  the  21st  century  is  going  to  depend  on  an  extraordinary  va- 
riety of  things.  But  if  we  care  about  the  type  of  economy  we  leave 
to  the  next  generations,  this  is  the  type  of  thing  that  we  had  better 
nip  in  the  bud  before  it  gets  anywhere  into  a  dangerous  cycle. 

Mr.  Hoke.  Okay.  But  you  do  not  want  to  opine  on — I  mean 

Mr.  Greenspan.  Well,  I  would  opine 

Mr.  Hoke.  Are  you  concerned  that  we  are  going  to  be  $5  trillion 
instead  of  $4  trillion  in  debt  in  another  4  years?  Does  that  concern 
you?  Or  do  you  think  that  that  is 

Mr.  Greenspan.  Sure  it  does,  yes. 

Mr.  Hoke.  Because  it  seems  to  me  that  we  have  not  reversed  the 
trend  at  all  with  this  program,  even  if  we  get  everything. 
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Mr.  Greenspan.  If  the  deficit  exists,  by  definition  the  debt  is 
rising.  That  is  arithmetic. 

Mr.  Hoke.  One  other  question?  No?  It's  yellow. 

Chairman  Sabo.  That's  correct. 

[Laughter.] 

Mr.  Hoke.  Okay,  thank  you,  Mr.  Chairman. 

Maybe  not  so  much,  in  part,  a  question,  but  it  just  strikes  me,  we 
have  a  very  unique  challenge  with  the  economy  today.  If  one  looks 
back  to  the  1980's,  as  we  came  out  of  the  1981-1982  recession,  we 
had  in  place — one  had  been  appropriated,  starting  in  1981,  a  rather 
major  expansion  in  defense  spending,  which  had  clearly  had  major 
significant  impact  on  employment. 

We  then  had  the  escalation  of  health  care  costs,  which  we  all  say 
we  want  to  control.  But  one  of  the  impacts  of  that  rapid  escalation 
of  health  care  costs  in  the  1980's  was  also  a  substantial  increase  in 
employment  in  the  health  care  industry. 

So  what  we  are  looking  at  in  the  1990's  is  one  restructuring  de- 
fense, which  clearly  is  on  a  downward  slope  and  will  continue, 
which  has  major  employment  impacts  both  on  the  public  and  the 
private  sector.  Hopefully  the  adoption  of  a  significant  health  care 
proposal  which  contains  costs,  which  clearly  will  have  impact  on 
future  employment,  or  at  least  future  growth  of  employment  in 
that  industry,  but  at  the  same  time  we  see  restructuring  of  most 
major  businesses  downward. 

I  think  it  is  fair  to  assume  that  most  of  them  are  not  going  to 
rehire  shortly  unless  there  is  some  incredible  growth  in  the  econo- 
my. So  we  really  have  a  very  major  restructuring  of  employment 
going  on  where  that  job  growth  has  to  occur  in  our  economy.  And 
all  of  the  numbers  I  see  on  the  current  recovery  as  we  come  back  is 
that  the  job  growth  in  the  recovery  is  much  slower  than  the 
normal  growth. 

I  think  it  is  just  an  indication  that  we  have  a  very  fundamental, 
long-term  problem  of  how  we  develop  job  growth  in  our  economy 
with  particularly  two  aspects  that  really  grew  in  the  1980's,  de- 
fense and  health  care,  one  in  decline  and  the  other  one  substantial- 
ly restrained. 

Is  that  a  fairly  accurate  description  of  where  we  are  as  it  relates 
to  job  growth? 

Mr.  Greenspan.  There  are  two  aspects  to  the  job  growth  ques- 
tion. Clearly  with  the  extraordinary  rise  in  productivity  which  we 
are  getting,  we  are,  if  it  continues,  assuring  a  higher  standard  of 
living  for  the  American  people,  because  very  clearly  real  income 
per  capita,  as  the  crudest  measure  of  a  standard  of  living,  parallels 
the  rise  in  productivity,  as  one  would  expect  it  to  do,  and  indeed 
over  the  long  run,  it's  a  very  close  lock. 

But  conversely,  to  the  extent  that  you  create  increased  economic 
activity  with  fewer  employees,  which  is  another  way  of  saying  pro- 
ductivity is  rising,  you  have  an  employment  problem  in  that  re- 
spect. 

I  must  say  to  you  that  if  I  had  the  choice  of  stagnant  productivi- 
ty growth  with  employment  rising  at  this  stage  or  a  situation  in 
which  the  longer-term  growth  and  productivity  are  seeming  to  in- 
crease, I  know  that  at  some  point  in  this  process  that  employment 
will  start  to  grow,  and  it  eventually  will  absorb  the  labor  force. 
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And  I  would  much  prefer  to  see  the  absorbed  labor  force  at  a  later 
date  at  a  higher  standard  of  living  than  not  have  had  that  produc- 
tivity gain  taking  place,  so  that  while  there  is  unquestionably  a 
very  serious  shortfall  in  employment  growth  at  this  stage,  which  is 
creating  a  very  important  set  of  problems  for  this  country,  fortu- 
nately we  do  have  this  rising  productivity,  which  suggests  that  we 
will  be  competitive,  and  eventually  history  tells  us  that  that  will 
mean  that  we  will  be  getting  significant  increased  job  growth  at 
high  real  wages,  which  is,  I  think,  ultimately  what  we  are  all  en- 
deavoring to  do. 

Chairman  Sabo.  Mr.  Cox? 

Mr.  Cox.  Thank  you,  Mr.  Chairman. 

I  would  just  like  to  begin  at  this  advanced  hour  of  this  hearing 
by  saying  once  again,  thank  you.  Dr.  Greenspan,  for  coming  and 
testifying  and  answering  our  questions  today.  Perhaps  it  is  pre- 
sumed in  your  job  description  that  the  Chairman  of  the  Federal  Re- 
serve must,  of  course,  come  and  respond  to  tedious  questions  from 
the  Budget  Committees  of  the  House  and  the  Senate,  but  it  is  ap- 
propriate, I  think,  nonetheless  to  say  thank  you.  I  have  enjoyed  the 
exchanges  this  morning. 

Dr.  Tyson  testified  recently  to  our  Joint  Economic  Committee 
that  as  a  result  of  the  more  than  $70  billion  in  new  energy  taxes 
and  other  parts  of  the  Clinton  economic  proposal,  CEA  is  projecting 
an  increase  in  inflation. 

Others  have  predicted  that  as  a  result  of  new  Congressional 
fiscal  policies,  we  can  look  forward  to  a  decline  in  long-term  inter- 
est rates. 

This  strikes  me  as  an  immodest  claim  in  behalf  of  a  proposal 
which  thus  far  is  preponderantly  comprised  of  tax  increases.  And  I 
have  heard  this  morning  in  your  exchange  with  Congressman 
Kolbe  and  others  your  expressed  preference  for  spending  cuts, 
rather  than  tax  rate  increases,  as  a  means  of  achieving  structural 
deficit  reduction. 

We  do  not  know  yet  what  our  Congressional  version  of  the  Clin- 
ton economic  plan  is  going  to  loolt  like  when  it  is  finished.  So  with- 
out prejudicing  one  or  another  view  of  what  that  plan  might 
become,  assume  for  the  moment  a  future  Congressional  fiscal 
policy  based  primarily  on  tax  rate  increases  rather  than  cuts  in 
spending. 

Can  we  look  forward  to  a  decline  in  long-term  interest  rates  as  a 
consequence  of  such  a  fiscal  policy? 

Mr.  Greenspan.  It  is  going  to  depend  in  very  large  part  on 
whether  the  total  package  is  credible  in  reducing  the  budget  defi- 
cit, and  I  have  indicated  to  you  previously,  the  probabilities  from 
the  tax  side  are  less  than  from  the  expenditure  side,  and  so  in  that 
respect  there  is  a  bias  in  a  certain  direction. 

But  if  there  is  an  enforcement  mechanism  and  if  it  is  hard-wired, 
so  to  speak,  my  impression  is  that  the  presumption  over  the  long 
run  is  that  the  budget  deficit  will  indeed  come  down,  and  if  the 
markets  truly  perceive  that,  then  they  will  respond  accordingly. 
But  needless  to  say,  in  any  projection  going  out  a  series  of  years, 
there  are  a  lot  of  uncertainties  and  Dr.  Tyson  certainly  is  aware  of 
that  and  I  am  aware  of  that,  and  anybody  who  is  involved  in  this 
forecasting  business  knows  that  fundamentally  the  future  is  un- 
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knowable.  What  we  try  to  do  is  to  get  some  insight  as  to  how  it 
might  evolve. 

Mr.  Cox.  Let  me  repeat  in  a  sHghtly  different  way — which  per- 
haps may  yield  a  different  answer — Congressman  Kolbe's  question. 
He  asked  whether  or  not,  from  the  standpoint  of  reducing  the 
structural  deficit,  we  ought  to  prefer  spending  cuts  or  tax  in- 
creases. From  the  standpoint  of  reducing  long-term  interest  rates, 
ought  we  have  to  have  a  preference  for  spending  cuts  or  tax  rate 
increases? 

Mr.  Greenspan.  Given  the  borrowing  requirements  and  given 
the  structure  of  the  financial  system,  there  are  other  things  that 
will  be  affected  differently.  The  equity  costs  of  capital  obviously 
will  be  related  to  whether  you  have  got  taxes  or  expenditures,  but  I 
am  not  sure  one  could  argue  that  there  is  a  significant  difference, 
granted  the  impact  of  the  budget  deficit  on  real  interest  rates,  long- 
term  real  interest  rates. 

I  hesitate  to  draw  a  specific  conclusion,  because  I  am  sure  it  is 
not  true,  that  what  is  going  on  in  the  rest  of  the  economy  is  not 
relevant.  Obviously,  it  is.  But  as  first  cut  at  looking  at  it,  I  would 
say  it  is  the  size  of  the  borrowing  requirements  as  projected  in  a 
credible  manner  over  the  years  which  will  have  the  key  effect  on 
nominal  long-term  rates  and  also  on  real  rates. 

Mr.  Cox.  Permit  me  to  peel  that  onion  one  more  layer.  If  what 
we  are  trying  to  do  is  reduce  those  long-term  borrowing  require- 
ments; and  if  the  best  way  to  reduce  the  structural  budget  deficit  is 
to  spend  less,  rather  than  tax  more — perhaps  we  might  be  wise  to 
put  our  emphasis  on  spending  cuts? 

Mr.  Greenspan.  If  you  are  asking  strictly  the  probabilities,  the 
answer  to  that  is  yes,  but  as  I  have  indicated  earlier,  there  are  su- 
perimposed on  all  of  this  very  important  political  judgments  about 
the  composition  of  the  budget  and  taxes  and  like,  and  in  that  re- 
spect there  is  more  to  this  discussion  than  strictly  the  economic 
part  which  we  are  alluding  to. 

Mr.  Cox.  I  would  certainly  give  you  an  A-plus  for  avoiding  entan- 
gling yourself  in  those  political  judgments  today. 

Mr.  Greenspan.  Thank  you. 

Mr.  Cox.  A  final  question:  Why  should  working  Americans  care 
about  macroeconomic  statistics?  Why  should  we  care  about  long- 
term  interest  rates?  We  have  had  this  exchange  here  this  morning, 
presuming  that  long-term  interest  rates  matter.  But  for  the  record, 
what  can  the  Chairman  of  the  Federal  Reserve  tell  working  Ameri- 
cans about  why  it  matters  that  long-term  interest  rates  are  higher 
or  lower? 

Mr.  Greenspan.  They  are  acutely  aware  that  it  matters  and 
have  acted  as  a  consequence  of  what  is  occurring  in  the  market- 
place in  the  last  2  or  3  years,  especially  with  home  mortgages.  We 
have  had  spectacular  refinancing  bulges,  where  people  have  gone 
through  extraordinary  changes  in  their  underlying  interest  costs, 
the  monthly  interest  costs  on  their  mortgages,  and  I  would  suspect 
that  when  we  look  back  on  this  period,  the  amount  of  refinancing 
of  mortgage  debt  really  unleashed  a  very  significant  amount  of 
purchasing  power  for  the  American  household,  and  I  think  it  is  a 
big  deal. 


41 

Mr.  Cox.  I  certainly  agree  and  I  want  to  thank  you  for  your 
steady  hand  and  your  sober  judgment  in  guiding  monetary  policy.  I 
know  that  Congress  could  do  a  lot  more  to  make  your  job  a  little 
bit  easier,  and  I  hope  that  we  do  so  in  the  future. 

Mr.  Greenspan.  Thank  you  very  much,  Congressman. 

Chairman  Sabo.  Mr.  Smith  has  been  waiting  patiently  to  ask 
that  one  additional  question  he  wanted  to  ask  earlier. 

Mr.  Smith  of  Michigan.  In  regards  to  what  seems  to  have  hap- 
pened in  this  country,  we  have  moved  ourselves  into  a  consumption 
economy  sometimes  in  post  recessions,  and  the  question  is,  on  the 
recovery,  how  much  is  it  true  that  we  have  extended  credit  to  sort 
of  regain  more  purchases?  We  have  expanded  that  credit  a  great 
deal,  and  there  is  a  lot  of  offers  now  trying  to  give  more  credit  to 
buy,  reach  out  into  future  earnings  to  spur  the  economy  today.  Are 
we  living  beyond  our  means?  It  seems  that  people  have  said,  look,  I 
am  too  nervous,  I  am  not  going  to  go  out  and  borrow  any  more, 
because  I  have  seen  what  has  happened.  How  much  of  a  factor  is 
that  in  the  recession  recovery? 

Mr.  Greenspan.  It  is  obviously  some.  Clearly,  the  inclination  on 
the  part  of  the  American  people  to  go  out  and  borrow  and  spend  is 
very  dramatically  changed.  Indeed,  one  of  the  issues  that  we  have 
with  our  measurement  of  the  monetary  aggregates  is  clear  evi- 
dence that  a  number  of  people,  instead  of  borrowing  and  spending, 
are  spending  from  their  liquid  assets. 

That  is,  they  are  reducing  both  their  debt  and  their  liquid  assets, 
and  there  is  a  clear  set  of  indications  that  the  average  household 
has  been  moving  in  an  important  direction  in  trying  to  deleverage, 
to  get  rid  of  some  of  the  debt,  to  go  more  on  a  pay-as-you-go  basis, 
and  not  mortgage  the  future  as  much  as  they  had  in  the  latter  part 
of  the  1980's.  It  is  a  very  extraordinarily  important  event  and  there 
is  no  question  that  that  has  been  an  important  factor  in  the  very 
slow  recovery  out  of  this  recession  that  we  have  seen  up  until  very 
recently. 

Chairman  Sabo.  As  a  follow-up  to  that  question,  it  was  very  clear 
that  in  the  1980's  we  had  major  public  borrowing,  we  had  major 
individual  borrowing,  and  we  also  had  major  business  borrowing.  Is 
the  same  true  generally  of  business,  that  they  are  substantially  re- 
ducing debt,  less  leveraged  than  they  were  in  the  1980's? 

Mr.  Greenspan.  They  are  truly  endeavoring  to  do  same,  and 
they  have  reduced  their  debt  service  burdens  considerably,  that  is, 
the  ratio  of  interest  payments  to  cash  flow.  One  need  only  look  at 
the  extraordinary  rise  in  the  new  offerings  of  equity,  which  to  a 
large  extent  are  being  employed  to  repay  debt  and  to  improve  the 
structure  of  the  balance  sheets  of  corporate  America,  and  that 
process  is  likely  to  continue  for  a  good  while. 

Chairman  Sabo.  Is  that  very  fundamentally  different  than  what 
many  of  them  were  doing  in  the  1980's?  I  recall  visiting  one  compa- 
ny and  they  were  very  excited,  their  chairman  or  president  had 
just  finished  a  major  refinancing  of  the  company,  where  they  had 
gone  out  and  borrowed  money  so  they  could  pay  off  stock,  and  they 
had  gone  from  very  little  debt  to  substantial  debt,  and  that  had 
very  little  to  do  with  investment  in  productive  equipment  or 
plants.  It  was  simply  to  try  and  avert  being  taken  over.  I  thought, 
boy,  we  are  sort  of  screwed  up,  if  this  is  what  we  are  doing. 
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Mr.  Greenspan.  There  is  no  question,  there  has  been  very  signif- 
icant change.  Back  then,  there  was  net  Hquidation  of  outstanding 
equity.  Indeed,  through  much  of  the  restructuring,  the  leveraged 
buyouts,  and  the  Hke  that  occurred  back  then,  we  were  replacing 
equity  with  debt,  with  the  presumption  being  that  the  cost  of  debt 
was  less  than  equity  and  that  one  could  leverage  to  a  higher  level 
and  improved  profitability.  It  has  been  true  of  a  number  of  compa- 
nies. They  actually  succeeded  in  doing  that. 

It  has  been  not  true  of  a  large  number  of  other  companies.  In 
any  event,  the  most  recent  pattern  of  corporate  financing  has  been 
dramatically  different  in  that  respect,  because  rather  than  having 
very  significant  liquidation  of  equity,  we  are  now  building  it  back 
up,  and  that  plus  the  increased  undistributed  earnings  of  corpora- 
tions is  building  back  a  more  viable  corporate  financial  base. 

Chairman  Sabo.  My  sense  is  some  were  borrowing  not  simply  to 
have  greater  liquidity,  but  they  were  borrowing  substantially 
simply  to  pay  a  special  bonus  to  the  stockholders. 

Mr.  Greenspan.  I  think  that  existed,  as  well. 

Chairman  Sabo.  I  thank  you,  Mr.  Chairman,  for  your  generosity 
of  time  and  your  patience.  We  appreciate  your  thoughtful  testimo- 
ny, and  look  luck  in  your  endeavors  ahead. 

Mr.  Greenspan.  Thank  you  very  much,  Mr.  Chairman. 

Chairman  Sabo.  The  committee  is  adjourned. 

[Whereupon,  at  11:59  a.m.,  the  committee  was  adjourned  subject 
to  the  call  of  the  chair.] 

Chairman  Sabo.  Good  afternoon. 

The  House  Budget  Committee  is  called  to  order  to  continue  the 
study  and  analysis  of  the  President's  economic  proposal. 

This  afternoon  we  have  with  us  Laura  D'Andrea  Tyson,  Chair  of 
the  President's  Council  of  Economic  Advisers.  We  look  forward  to 
her  testimony  in  what  is  her  first  appearance  before  this  commit- 
tee. 

Certainly,  the  economic  outlook  at  this  time  is  a  key  factor  as 
this  administration  embarks  on  one  of  the  most  ambitious  invest- 
ment and  deficit-reduction  plans  in  our  history. 

As  you  know,  Federal  Reserve  Chairman,  Alan  Greenspan,  testi- 
fied before  us  this  morning.  Are  you  satisfied  that  the  Fed  will  be 
on  guard  to  take  action  to  lower  interest  rates  or  increase  the 
money  supply  if  the  economy  does  begin  to  falter? 

I  think  it  is  very  important  that  the  Federal  Reserve  be  our  ally 
in  this  effort.  I  recognize  the  Fed's  independence,  but  we  are  all  in 
this  thing  together.  The  deficit  isn't  Republican  or  Democratic.  It  is 
an  American  problem. 

Just  the  announcement  of  the  President's  economic  plan  has  al- 
ready brought  some  encouraging  economic  news.  The  Treasury  30- 
year  bond  rate  has  been  hitting  a  new  record  low  each  day  recent- 
ly. The  President  said  yesterday  that  the  serious  drop  in  interest 
rates  is  already  providing  a  major  stimulus  to  economic  growth. 

What  does  this  mean  for  the  success  of  the  Clinton  plan?  Are  the 
rates  likely  to  stay  so  low  or  go  even  lower? 

I  am  particularly  interested  in  the  administration's  program  for 
long-term  public  investment  to  improve  our  Nation's  productivity. 
Along  with  deficit  reduction,  I  happen  to  think  that  such  invest- 
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ment  is  essential  if  we  are  going  to  create  a  better  future  for  our 
children  and  our  children's  children. 

The  administration  is  proposing  a  broad  program  of  investments 
in  infrastructure,  technology,  education,  job  training,  energy  con- 
servation, the  environment  and  other  areas.  There  will  also  be  a 
variety  of  tax  changes  to  encourage  private  investment. 

Some  critics  are  questioning  the  need  for  and  the  worth  of  these 
proposals.  What  I  want  to  hear  from  you  is  your  assurance,  as  an 
economist,  that  this  program  will  work.  Will  it  produce  the  in- 
creased productivity,  savings  and  competitiveness  so  necessary  if 
we  are  to  ensure  a  better  future?  In  other  words,  is  the  gain  going 
to  be  worth  the  expenditure? 

And  finally,  we  have  been  hearing  about  reported  low  bond  rates 
this  week.  We  have  also  been  hearing  about  record  highs  of  the 
Japanese  yen  against  the  American  dollar.  Is  this  good  or  bad  and 
for  whom,  us  or  the  Japanese?  What  are  the  long-term  implications 
for  the  Clinton  plan? 

I  look  forward  to  hearing  your  views.  Dr.  Tyson.  We  welcome 
you,  and  we  will  call  on  our  ranking  Republican,  Mr.  Kasich,  if  he 
has  a  few  opening  remarks. 

Mr.  Kasich.  Glad  to  have  you  here  today.  We  might  as  well  get 
the  process  started.  Thank  you. 

STATEMENT  OF  DR.  LAURA  D'ANDREA  TYSON,  CHAIR,  COUNCIL 

OF  ECONOMIC  ADVISERS 

Dr.  Tyson.  Thank  you  very  much. 

I  am  glad  to  be  here.  I  have  submitted  written  testimony.  I  would 
simply  start  with  a  brief  overview  of  the  President's  three-part 
package  because  I  think  that  we  have  constructed  this  package  to 
try  to  deal  with  a  number  of  problems  simultaneously. 

We  are  interested  in  making  sure  that  the  economic  recovery 
that  we  are  undergoing  does  not  falter  once  again,  as  it  has  recent- 
ly. We  are  interested  in — basically  in  shoring  up  the  recovery. 

We  are,  secondly,  interested  in  handling  what  I  would  consider 
to  be  our  twin  investment  deficits;  that  is,  a  long  period  of  relative 
underinvestment  by  the  private  sector  in  plant  and  equipment 
compared  to  other  advanced  industrial  nations  and  our  underin- 
vestment in  public  investment. 

If  you  look  at  our  behavior  either  compared  to  other  advanced 
industrial  nations  we  spend  less  on  public  investment  relative  to 
GDP.  If  you  look  at  our  own  history,  you  see  a  declining  share  of 
public  investment  spending  relative  to  GDP  over  time.  So  we  have 
investment  deficits,  both  public  and  private,  that  this  program 
wants  to  address,  and  then  we  also  have  the  deficit  reduction  part 
of  the  program,  which  is  designed  also  with  investment  in  mind, 
really. 

Deficit  reduction  should  be  understood  as  a  means  to  an  end.  The 
end  is  to  increase  the  share  of  society's  investable  resources  that 
can  be  used  for  investment  purposes  rather  than  used  to  basically 
pay  the  government's  current  operating  bill.  So  we  want  deficit  re- 
duction as  a  means  to  an  end  of  higher  living  standards,  higher 
level  of  growth  in  productivity.  And  the  way  you  get  that  is  more 
investment.  And  the  way  you  get  that  in  part  is  by  reducing  the 
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government's  claims  on  savings  and  investable  resources.  So  we 
have  a  three-part  plan. 

Let  me  just  give  a  little  detail.  I  am  sure  that  you  have  heard  in 
other  testimonies  details  about  the  plan.  But  let  me  add  my  own 
take  on  the  details  that  I  think  are  particularly  important. 

On  the  stimulus  package,  this  part  of  the  package  is  motivated 
by  the  need  again  to  insure  against  a  faltering  of  the  recovery  and 
also  to  address  the  very  real  fact  that  although  we  have  a  recovery 
which  looks  to  be  sustainable  now,  it  is  still  a  very  modest  recovery 
by  the  historical  experience  of  the  post-war  period.  This  is  a  modest 
economic  recovery  and  it  is  largely  a  jobless  economic  recovery. 

Again,  if  you  look  at  what  we  would  have  achieved  had  this  been 
a  normal  economic  recovery,  normal  in  pace,  we  should  have  cre- 
ated 3  million  more  jobs  than  we  have  since  the  end  of  the  reces- 
sion. We  should  have  an  unemployment  rate  which  is  not  higher 
than  it  was  at  the  bottom  of  the  recession.  We  still  have  an  unem- 
ployment rate  which  is  higher  than  at  the  bottom  of  the  recession. 

So  we  are  committed  to  the  notion  of  ensuring  against  a  stall 
and  speeding  up  the  rate  at  which  we  achieve  the  capacity  output 
that  we  can  realize. 

If  you  think  about  it  another  way,  with  the  unemployment  rate 
we  currently  have,  we  are  producing  about  4  percent  less  as  a 
Nation  than  we  could  produce.  We  are  just  under  our  utilization  of 
capacity.  We  would  like  to  use  the  stimulus  package  to  help  us  get 
to  our  capacity  level  more  rapidly  and  then  our  investment  pro- 
gram and  deficit  reduction  program  really  are  meant  to  get  the  ca- 
pacity of  the  economy  to  grow  more  rapidly  over  time,  thereby  al- 
lowing real  incomes  to  grow  over  time. 

On  the  stimulus  package,  we  have  chosen  a  package  that  is  ap- 
proximately $30  billion  over  2  fiscal  years.  It  is  composed  roughly 
of  50  percent  tax  incentives  and  50  percent  spending  increases.  The 
tax  incentives  are  directed  at  investment  activity,  at  investment  ac- 
tivity of  both  small-  and  large-size  companies. 

There  is  a  consistent  theme  in  all  these  packages  of  the  concerns 
and  interests  of  the  small  business  community  as  well  as  the  large 
business  community:  Our  intent  is  to  increase  spending  on  some  in- 
vestment items  which  we  believe  society  will  benefit  from  both  in 
the  short  run  and  the  long  run;  in  the  short  run  through  job  cre- 
ation and  in  the  long  run  through  enhancing  our  productivity. 

We  have  included  in  this  package  such  things  as  highway  con- 
struction. There  is  a  very  ambitious  package  of  youth  employment 
and  training  opportunities  for  this  summer  for  underprivileged 
youth  around  the  country.  We  believe  that  this  package  will  not 
only  ensure  us  against  a  slowdown  in  the  economy  but  will  be  a 
down  payment  on  a  future  public  investment  agenda. 

We  have  analyzed  the  effects  of  this  program  and  we  believe  that 
it  will  add  approximately  0.3  percentage  points  to  the  annual 
growth  of  GDP  in  1993  and  1994  and  will  more  importantly,  given 
its  motivation,  create  an  additional  500,000  jobs  by  the  end  of  1994. 

Let  me  go  to  the  investment  package,  the  long-term  investment 
package.  Congressman  Sabo  asked  about  that. 

We  have  proposed  here  not  just  an  overall  decline  in  government 
spending  as  a  share  of  GDP,  which  if  you  look  at  our  numbers,  at 
our  plan,  is  slated  to  come  down  in  our  package.  But  at  the  same 
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time  we  are  proposing  an  important  shift  in  the  composition  of  gov- 
ernment spending  away  from  past  programs  which  no  longer  meet 
the  needs  of  the  economy,  away  from  entitlement  programs  and  to- 
wards investment  programs. 

We  believe  that  the  public  investment  deficit  is  an  important  def- 
icit to  address,  just  as  the  private  investment  deficit  is  an  impor- 
tant deficit  to  address.  We  have  outlined  an  investment  agenda 
which  meets  a  number  of  public  investment  priorities.  The  first 
part  we  call  Rebuild  America.  This  is  essentially  spending  on  infra- 
structure, spending  on  defense  conversion,  spending  on  technology, 
spending  on  the  environment. 

Let  me  just  give  you  an  example  of  why  one  might  want  to  do 
this.  On  infrastructure  spending,  for  example,  there  have  been  nu- 
merous studies  recently  by  private  economists,  by  Congressional 
Budget  Office  and  others,  indicating  a  high  return  to  private  infra- 
structure spending.  The  return  comes  because  infrastructure 
should  be  understood  as  a  foundation  for  the  private  economy.  It  is 
something  the  private  economy  depends  upon  to  function  efficient- 
ly. It  is  not  that  this  public  investment  crowds  out  or  squeezes  out 
private  investment,  but  rather  this  kind  of  investment  provides  the 
infrastructure  that  a  modern  society  needs  for  its  private  sector  to 
function  efficiently. 

Let  me  take  the  area  of  support  for  technology;  we  have,  as  a 
Nation,  been  contributing  our  support  for  technology  largely 
through  our  defense  programs  in  the  past.  We  are  now  scaling 
down  our  defense  programs  and  we  have  to  find  new  mechanisms 
to  continue  to  support  the  innovation  and  diffusion  of  technology 
which  have  been  so  critically  important  to  the  health  of  the  U.S. 
economy. 

I  think  of  industries  that  I  have  looked  at  myself  carefully  like 
the  aircraft  industry  or  the  computer  industry  or  microelectronics 
industry.  If  you  go  back  in  time  and  look  at  the  history  of  these 
industries  and  look  at  their  modern  strength  in  the  world  economy, 
you  would  see  the  provision  of  very  significant  amounts  of  Federal 
money  to  support  initial  technology  development  and  technology 
diffusion.  That  money  came  historically  primarily  through  defense. 

We  are  shifting  away  from  that  but  we  cannot  underprovide,  we 
cannot  allow  ourselves  to  underprovide  for  technology  support  in 
the  United  States.  So  a  very  important  part  of  our  investment 
package  is  technology  support.  But  now  the  focus  is  civilian, 
through  civilian  programs  and  for  civilian  purposes. 

A  second  area  of  very  important  public  investment  is  really  in- 
vesting in  the  skills  of  our  people.  If  you  think  about  it,  basically 
our  ability  to  provide  living  standards  for  ourselves  that  rise  over 
time  depends  fundamentally  on  our  ability  to  be  productive  work- 
ers. And  our  ability  to  be  productive  workers  depends  upon,  to  a 
large  extent,  the  skills  we  bring  to  the  work  force.  We  then  com- 
bine those  skills  with  modern  plant  and  equipment  and  modern 
management  techniques  and  then  we  are  competitive,  but  if  we 
don't  bring  skills  in  our  people  to  the  system,  we  will  not  be  pro- 
ductive. We  cannot  generate  real  high  living  standards  for  our- 
selves. 


46 

So  there  is  a  tremendous  part  of  spending  here  that  really  recog- 
nizes the  need  for  handling  what  I  would  consider  to  be  some  of  the 
weak  points  in  our  education  and  training  system. 

We  have  to  deal  with  the  problem  of  children  in  the  preschool 
area.  We  have  to  fully  fund  Head  Start.  We  have  to  fully  fund  the 
WIC  program.  There  are  very  good  nonpartisan  studies  showing 
carefully  that  the  return  to  these  kinds  of  spending,  you  get  $3  for 
every  dollar  spent.  In  the  case  of  the  Head  Start  program  you  get 
$6  for  every  dollar  you  spend.  We  believe  we  must  spend  there. 

We  must  also  spend  in  other  parts  of  the  system,  in  the  worker 
training  assistance  part  of  the  package.  We  have  to  recognize  that 
we  live  in  a  changing  world  economy  and  in  that  changing  world 
economy  people  have  to  change  their  jobs.  Now,  in  order  to  change 
their  jobs  when  a  change  in  competition  comes  from  a  new  product 
from  abroad  or  from  the  North  American  Free  Trade  Agreement 
or  whatever  is  changing  in  the  environment,  someone  must  change 
their  job,  and  we  want  to  make  sure  there  is  a  training  process 
whereby  people  can  achieve  the  skills  they  need  to  move  on  to  the 
next  employment  prospect. 

If  we  don't  do  that,  people  will  be  underutilized.  That  is  a  tre- 
mendous waste  of  human  capacity.  We  will  be  underutilizing  re- 
sources, even  more  if  we  don't  do  that.  Then  people  who  are  going 
to  be  displaced  by  a  shifting  world  economy  may  actually  try  to 
block  the  shift  all  together.  That  also  will  be  very  costly  to  us  as  a 
Nation.  We  want  to  encourage  flexibility  and  encourage  shifting 
and  that  is  why  we  put  so  much  attention  on  to  worker  training. 

Another  area  we  need  to  worry  about  is  how  young  adults  fi- 
nance their  college  educations.  We  know  for  a  fact  that  there  has 
been  a  widening  of  the  gap  between  returns  to  a  high  school  educa- 
tion and  returns  to  a  college  education;  a  college  graduate  does 
much  better  now  over  their  lifetime  in  earnings  compared  to  a 
high  school  graduate. 

Those  returns  tell  us  there  is  a  productive  investment  to  be  made 
in  achieving  a  college  education.  We  want  to  make  sure  we  provide 
mechanisms  for  students  who  have  the  skills  to  go  to  college  and 
the  motivation  to  go  to  college  the  opportunity  to  go  and  achieve 
that  enhanced  productivity. 

Again,  that  is  part  of  our  lifelong  learning  expenditure  through 
the  national  service  program  that  we  are  proposing. 

Let  me  give  one  other  example  of  investment  and  I  will  go  on  to 
deficit  reduction. 

We  have  in  this  package  some  considerable  spending  on  invest- 
ment in  what  I  call  "health  care  crises"  that  the  Nation  faces. 
These  are  crises  which  we  must  address,  whatever  health  care 
reform  we  finally  undertake.  So  let  me  take  the  example  of  child- 
hood immunization,  which  is  part  of  our  stimulus  package  and  part 
of  our  long  run  investment  package. 

There,  the  evidence  suggests  we  get  $10  for  every  dollar  we  put 
into  childhood  immunization.  So,  basically,  we  are  going  to  gain  for 
society  a  real  productivity  enhancement  by  dealing  with  a  health 
care  crisis  up  front  rather  than  allowing  it  to  become  a  worsening 
crisis  over  time. 

Finally,  the  other  thing  I  would  say  about  our  investment  pack- 
age is  that  it  includes  not  just  the  $160  billion  investment  spending 
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we  hope  to  engineer  through  this  multi-year  package.  We  include 
here  considerable  tax  incentives  for  the  private  sector  in  the  form 
of  a  flat  investment  tax  credit  for  the  small  business  community,  in 
the  form  of  a  capital  gains  tax  relief  for  the  formation  of  new  busi- 
nesses, in  the  form  of  making  permanent  the  research  and  develop- 
ment tax  credit,  in  the  form  of  funding  credits  for  enterprise  zones. 
So  we  have  a  variety  of  private  investment  initiatives  as  well  as 
public. 

This  brings  me  to  deficit  reduction.  The  deficit  reduction  issue  I 
would  like  to  emphasize,  once  again,  is  considered  to  be  a  means  to 
an  end.  The  end  here  is  to  make  more  investment  funds  available 
to  the  private  sector  at  more  attractive  costs. 

We  have  been  highly  gratified  to  see  that  long-term  rates  have 
come  down  significantly.  We  believe  this  is  a  response  to  a  very 
credible  commitment  to  reduce  the  deficit  gradually.  The  long-term 
rates  are  telling  us  that  if  we  adopt  this  package,  we  will  be 
making  room  for  the  private  sector  to  achieve  more  investment  at 
better  rates. 

That  is  why  we  believe  that  we  have  come  up  with  a  package 
that  is  correct  in  size,  and  correct  in  composition.  We  have  gotten  a 
package  which  by  its  size  and  composition  is  a  credible  package, 
and  the  long-term  markets  around  the  world  are  signaling  the 
credibility  of  the  package. 

So  let  me  stop  there,  and  I  am  willing  to  answer  any  questions  in 
specifics,  but  that  gives  you  at  least  some  sense  of  what  we  are 
about. 

Let  me  emphasize  one  other  thing  about  the  deficit  reduction. 
The  motivation  for  this  deficit  reduction  has  to  be  understood  rela- 
tive to  the  alternative;  the  alternative  is  the  status  quo.  The  alter- 
native that  we  saw  was  to  do  nothing. 

But  the  do-nothing  approach  tells  you  that  even  if  the  economy 
recovers  gradually  to  full  utilization  of  capacity,  the  deficit  does 
not  decline  as  a  percentage  of  GDP.  In  fact,  it  begins  to  rise  again 
after  a  couple  years  of  just  hovering  around  no  change. 

So  we  do  not  cure  our  deficit  problem  by  growth.  The  numbers 
tell  you  we  do  not. 

We  do  not  cure  our  debt  problem  by  growth.  The  debt  to  GDP 
ratio,  even  in  a  growing  economy,  is  getting  worse.  That  is,  debt  is 
growing  faster  than  GDP.  So  we  must  do  something. 

Finally,  we  must  do  something  because  if  the  government  bor- 
rows $300  billion,  $200  billion  is  now  being  used  to  pay  interest 
payments  on  past  debt.  That  is  the  status  quo. 

It  seems  to  me  that  our  view  was  that  we  must  behave  responsi- 
bly now  to  reverse  all  these  trends.  We  must  bring  interest  pay- 
ments down  as  a  percentage  of  government  outlays.  We  must 
reduce  the  deficit  to  GDP  ratio.  And  our  plan  cuts  it  in  half  over  4 
years.  And  we  must  stabilize  the  rate  of  growth  of  debt  relative  to 
GDP.  This  plan  does  those  things. 

I  think  when  you  ask  yourself  questions  about  the  plan,  it  is  im- 
portant to  always  keep  in  mind  what  the  alternative  is.  The  alter- 
native, we  believe,  is  not  a  sustainable  position.  The  country  must 
take  action  now  on  this  deficit  problem  before  it  gets  significantly 
worse  and  the  revenues  become  even  more  difficult  to  find. 

Thank  you. 
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[The  prepared  statement  of  Dr.  Laura  D' Andrea  Tyson  follows:] 

Prepared  Statement  of  Dr.  Laura  D'Andrea  Tyson,  Chair,  Council  of  Economic 

Advisers 

Thank  you,  Mr.  Chairman,  for  the  opportunity  to  testify  before  the  House  Com- 
mittee on  the  Budget. 

The  election  of  1992  was  a  clear  mandate  for  change — in  particular,  economic 
change.  No  wonder  voters  expressed  this  preference.  A  number  of  disturbing  eco- 
nomic trends  have  developed  in  recent  years.  Let  me  name  just  a  few  of  them: 
median  family  real  income  has  been  stagnant — its  1991  level  was  actually  below  the 
level  reached  in  1979 — despite  more  two-earner  families;  the  poverty  rate  in  1991 
was  higher  than  in  any  year  during  the  1970s;  the  Federal  Government  is  borrowing 
to  pay  almost  a  quarter  of  its  current  bills;  and  escalating  health  care  costs  are  bur- 
dening firms  and  workers  as  never  before.  It  is  little  wonder  that  the  voters  gave  a 
mandate  for  economic  change. 

Underlying  these  disturbing  trends  are  three  fundamental  problems  in  the  Ameri- 
can economy:  a  recovery  so  anemic  it  has  been  unable  to  support  substantial  em- 
ployment growth;  an  erosion  in  the  growth  rate  of  productivity  over  the  past  twenty 
years;  and  an  increase  in  inequality  that  has  undermined  the  sense  of  fairness  in 
our  economic  system. 

The  President's  three-part  economic  package — consisting  of  a  short-term  stimulus, 
an  investment  program,  and  a  deficit  reduction  plan — is  designed  to  correct  each  of 
these  fundamental  problems.  The  short-term  stimulus  is  intended  to  ensure  a  sus- 
tained economic  recovery  that  is  strong  enough  to  generate  employment  growth. 
The  investment  and  deficit  reduction  components  of  the  package  are  directed 
toward  boosting  productivity  growth  and  living  standards  over  the  long-term.  All 
elements  of  the  package  are  designed  with  an  eye  toward  restoring  basic  fairness  to 
the  system.  Let  me  elaborate  on  the  President's  plan  in  the  context  of  our  funda- 
mental problems. 

Economic  Stimulus 

The  United  States  economy  has  experienced  a  protracted  period  of  weak  perform- 
ance. Since  1989,  the  average  annual  rate  of  GDP  growth  has  barely  exceeded  one- 
half  of  one  percent — inadequate  to  keep  up  with  population  growth.  This  period  was 
marked  first  by  sluggish  growth  in  1989  and  early  1990,  then  a  recession  which 
lasted  from  July  of  1990  until  March  of  1991,  and  finally  a  very  slow  recovery  since 
March  of  1991.  The  recovery  has  been  so  slow  that  most  Americans  have  barely  no- 
ticed it  is  underway.  In  the  third  quarter  of  the  recovery,  the  economy  showed  seri- 
ous signs  of  falling  back  into  recession — real  GDP  grew  by  only  0.6  percent  and  real 
gross  domestic  purchases  actually  declined.  To  date,  the  recovery  has  generated 
about  3  million  fewer  jobs  than  would  have  been  created  in  the  first  22  months  of  a 
typical  economic  recovery.  Not  surprisingly,  the  unemployment  rate  is  still  higher 
than  it  was  at  the  bottom  of  the  recession.  Although  there  has  been  a  recent  stream 
of  good  economic  news,  signs  of  weakness  and  cause  for  concern  about  the  recovery 
remain. 

Many  of  the  factors  that  contributed  to  recession  or  sluggish  growth  over  the  past 
four  years  are  still  acting  to  depress  the  economy.  Many  U.S.  companies  are  in  the 
midst  of  a  painful  restructuring  process  that  will  ultimately  make  them  more  com- 
petitive, but  currently  generates  large  permanent  layoffs.  This  restructuring  is 
manifest  by  the  fact  that  the  fraction  of  unemployed  workers  that  have  permanent- 
ly lost  their  previous  jobs  reached  an  all-time  high  of  over  45  percent  in  October  of 
1992.  Ongoing  and  future  reductions  in  defense  spending  will  require  a  significant 
reallocation  of  resources  that  will  continue  to  act  as  a  drag  on  the  economy.  This 
process  actually  began  in  the  late  1980s,  and  before  it  is  completed  may  well  involve 
a  shift  of  over  3  percent  of  our  GDP  from  military  to  civilian  purposes.  In  several 
parts  of  the  country  the  commercial  real  estate  market  remains  considerably  de- 
pressed, a  consequence  of  overbuilding  that  occurred  in  the  1980s.  There  is  little 
hope  that  commercial  real  estate  construction  will  return  to  1980s  levels  anytime 
soon.  Also,  a  number  of  our  trading  partners  have  experienced  much  slower  growth 
in  recent  months  and  that  has  reduced  growth  in  our  exports.  Real  GDP  in  both 
Germany  and  Japan,  for  example,  declined  in  recent  quarters.  Furthermore,  re- 
duced withholding  of  taxes  last  year  will  reduce  tax  refunds  this  spring,  and  this  is 
likely  to  make  consumer  spending  unseasonably  low.  For  all  of  these  reasons  we 
cannot  be  overconfident  about  the  continued  strength  of  the  recovery. 

And  for  all  of  these  reasons.  President  Clinton's  economic  plan  includes  a  stimu- 
lus package  of  spending  increases  and  targeted  tax  cuts  to  spur  investment  and  job 
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growth  in  the  near  term.  The  short-term  stimulus  package  is  best  viewed  as  an  in- 
surance policy  designed  to  make  sure  that  recovery  does  not  falter  again,  and  as  a 
downpayment  on  the  investment  plan  that  will  largely  occur  in  subsequent  fiscal 
years. 

Three  criteria  have  guided  the  design  of  this  package:  the  potential  for  rapid 
spend-out  rates;  consistency  with  the  investment  program;  and  modest  size.  All  of 
the  items  included  in  the  package  are  fast-acting  and  job-creating.  The  unemployed 
have  already  waited  far  too  long.  All  of  the  items  included  in  the  package  are 
worthwhile  on  their  own  merits  and  are  consistent  with  the  basic  long-run  goal  of 
shifting  public  expenditure  toward  investment.  In  that  sense  the  package  can  be  ap- 
propriately thought  of  as  a  downpayment  on  the  Administration's  overall  long-run 
investment  program.  The  size  of  the  stimulus  is  limited  by  the  deficit  problem  we 
have  inherited — a  problem  that  has  proven  to  be  much  larger  than  anticipated — 
and  by  the  fact  that  economic  growth  has  picked  up  in  the  last  two  quarters.  The 
modest  size  also  reflects  a  desire  to  avoid  overstimulating  the  economy  in  the  event 
that  the  current  recovery  does  continue  at  the  pace  of  the  last  two  quarters. 

Our  economic  stimulus  program  comes  to  about  $30  billion,  composed  of  roughly 
50  percent  spending  increases  and  50  percent  tax  incentives.  The  spending  side  of 
the  package  includes  increased  funding  for  the  following  programs:  extended  unem- 
ployment benefits,  highway  construction,  a  summer  jobs  and  training  program  for 
underprivileged  youth,  community  development  block  grants,  education  programs, 
wastewater  cleanup,  and  important  environmental  and  technology  programs.  All  of 
these  programs  are  consistent  with  the  philosophy  of  investing  more  in  our  people 
and  our  infrastructure. 

The  tax  incentives  are  mostly  in  the  form  of  investment  tax  credit  programs  for 
large  and  small  businesses.  The  investment  tax  credit  is  incremental  and  temporary 
for  large  businesses  (over  $5  million  in  gross  receipts).  The  basic  rate  is  7  percent 
(smaller  for  shorter-lived  assets)  on  all  equipment  investment  above  70  percent  of  a 
historical  base  (a  three-year  average)  in  1993  and  80  percent  of  that  same  base  in 
1994.  The  credit  applies  to  equipment  put  in  place  between  December  3,  1992  and 
December  31,  1994.  Small  businesses,  which  would  presumably  find  the  recordkeep- 
ing of  an  incremental  ITC  burdensome,  are  given  a  7  percent  ITC  from  the  first 
dollar  for  two  years,  dropping  down  to  a  permanent  5  percent  ITC  thereafter. 

The  Administration  estimates  that  the  stimulus  package,  taken  by  itself,  will  add 
about  0.3  percent  to  the  annual  growth  rates  of  real  GDP  in  1993  and  1994,  creating 
about  500,000  additional  jobs  by  the  end  of  1994. 

The  Nation's  Long-Term  Problems 

Sustainable  increases  in  the  Nation's  standard  of  living  can  only  be  attained 
through  rising  levels  of  productivity.  As  the  amount  of  output  per  worker  increases 
over  time,  so  does  the  potential  consumption  per  worker.  Because  of  this  linkage, 
the  rate  of  productivity  growth  is  a  crucial  indicator  of  how  living  standards  will 
change  over  time. 

From  the  end  of  World  War  II  until  1973,  productivity  grew  at  an  annual  rate  of 
about  2.5  percent,  which  implies  a  doubling  in  the  standard  of  living  in  just  under 
30  years.  The  notion  that  each  generation  could  leave  its  children  a  better  place  and 
a  higher  living  standard  was  virtually  taken  for  granted.  Not  any  more.  Since  1973, 
the  average  annual  rate  of  productivity  growth  has  fallen  to  about  0.8  percent, 
which  implies  that  living  standards  will  double  every  90  years.  The  slowdown  may 
be  exaggerated  to  some  extent  by  our  inability  to  measure  productivity  growth  in 
the  rapidly  growing  service  sector  of  the  economy,  as  some  observers  claim,  but  a 
substantial  portion  of  this  slowdown  is  a  consequence  of  adverse  economic  events 
and  policy  choices  that  have  promoted  consumption  rather  than  investment. 

Intuitively,  our  productivity  increases  with  improvements  in  technology  or  the 
skill  of  our  workforce  and  with  increases  in  the  amount  of  plant,  equipment,  and 
infrastructure  our  workers  use  in  the  production  process.  All  of  these  driving  forces 
of  productivity  growth  require  that  we  make  investments — investments  in  research 
and  development  to  improve  technology;  investments  in  health,  education,  and 
training  to  improve  workers  skills;  and  investments  in  buildings,  machines,  roads, 
bridges,  railways,  airports  and  the  like  to  increase  our  Nation's  capital  stock. 

The  amount  of  investment  that  the  Nation  achieves  depends  directly  and  indirect- 
ly on  government  actions.  Many  government  programs  contribute  directly  to  the 
stock  of  public  capital — health  care,  education,  training,  and  infrastructure  spend- 
ing, for  example.  Other  government  policies,  especially  tax  policies,  indirectly  influ- 
ence the  amount  of  spending  on  private  capital — research  and  development,  plant, 
and  equipment — that  firms  choose  to  undertake. 
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Policies  of  the  last  twelve  years  have  eroded  productivity  growth  in  the  economy 
by  undermining  both  public  and  private  human  and  physical  capital  formation.  Con- 
ventional measures  of  public  investment  as  a  share  of  GDP  have  fallen  each  decade 
since  the  1960s.  Furthermore,  the  large  budget  deficits  required  to  finance  growth  in 
defense  and  other  non-investment  government  spending  programs  during  the  1980s 
have  reduced  the  pool  of  resources  available  for  private  investments  in  human  and 
physical  capital.  We  must  reverse  the  fiscal  policies  of  the  last  twelve  years  in  order 
to  increase  capital  formation  and  the  rate  of  growth  in  our  living  standards.  The 
investment  program  and  the  deficit  reduction  plan  are  intended  to  accomplish  these 
objectives. 

The  Investment  Program 

The  investment  program  includes  a  wide  range  of  items  that  have  benefits  that 
will  be  felt  over  long  periods  of  time,  and  thus,  fit  the  conceptual  definition  of  in- 
vestment. The  Clinton  investment  package  delivers  on  all  of  the  major  public  invest- 
ment initiatives  promised  by  the  President  during  his  campaign — initiatives  to  put 
people  back  to  work;  initiatives  to  facilitate  lifelong  learning  from  childhood 
through  retirement;  initiatives  to  reward  work  for  those  who  work  hard  and  play  by 
the  rules;  initiatives  to  address  urgent  public  health  problems;  and  initiatives  to  en- 
courage private-sector  investments  that  provide  technological  gains  and  improved 
productivity. 

The  investment  program  totals  $160  billion  over  four  years  and  addresses  the 
President's  major  campaign  promises  under  the  following  headings: 
Rebuild  America. — $48  billion  over  four  years  concentrated  in  six  key  areas:  Trans- 
portation infrastructure  ($8.4  billion),  which  includes  full  funding  of  the  Intermodal 
Surface  Transportation  Efficiency  Act  and  investments  in  mass  transit,  high  speed 
rail,  and  airports.  Technology  ($17.0  billion),  which  will  fund  the  National  Science 
Foundation,  science,  engineering,  and  technology  grants,  high  performance  comput- 
ing, and  extension  of  the  research  and  development  tax  credit.  Environment  ($8.0 
billion),  which  will  fund  water  cleanup,  environmental  technology,  weatherization 
grants,  forestry  research,  and  natural  resource  protection.  Energy  ($3.0  billion),  for 
energy  conservation  and  renewable  energy  programs,  fusion  research,  and  more 
energy  efficient  Federal  buildings.  Housing  and  Community  Development  (9.6  bil- 
lion), for  Community  Block  Grants,  fifty  enterprise  zones,  assisted  housing,  and  ex- 
tension of  the  low-income  housing  tax  credit.  Rural  Development  ($1.5  billion),  for 
priorities  such  as  rural  water  and  waste  loans  and  grants  and  community  and  busi- 
ness development  for  rural  areas. 

Lifelong  Learning. — $38  billion  over  four  years  for  education  and  training  of  people 
from  early  childhood  through  adulthood.  This  includes  some  measures  intended  for 
defense  conversion:  A  National  Service  Program  ($3.0  billion).  Full  funding  for  WIC 
($1  billion).  Full  funding  of  Head  Start  by  1999  ($3.7  billion).  Education  reform  and 
initiatives  ($3.2  billion).  Worker  training  programs  ($4.1  billion).  Youth  apprentice- 
ship programs  ($0.5  billion).  Parenting  and  Family  Support  ($0.5  billion). 

Rewarding  Work. — $25  billion  over  four  years,  mainly  accounted  for  by  a  dramatic 
increase  in  the  Earned  Income  Tax  Credit  (EITC).  The  EITC  is  simplified  and  great- 
ly liberalized.  It  is  extended  for  the  first  time  to  workers  without  children — at  a  7.65 
percent  rate  that  offsets  the  employee  portion  of  FICA  taxes.  And  the  credit  for 
workers  with  children  is  enriched  enough  so  that  a  family  of  four  with  a  parent 
working  fuUtime  at  the  minimum  wage  is  lifted  up  to  the  poverty  line.  This  catego- 
ry also  includes  emergency  unemployment  compensation  benefits  and  a  crime  initia- 
tive. 

Health  Care. — $26  billion  over  four  years  for  AIDs,  women's  health,  drug  and  sub- 
stance abuse  prevention  and  treatment,  nutrition  assistance,  USDA  food  safety  initi- 
ative, VA  medical  care,  and  improvements  in  Social  Security  disability  insurance 
processing. 

Tax  Incentives. — $24  billion  over  four  years  to  encourage  private  investment 
through  investment  tax  credits,  alternative  minimum  tax  relief  for  corporations, 
targeted  capital  gains  relief  for  small  start-up  businesses,  and  real  estate  investment 
incentives. 

Some  will  argue  that  these  expenditures  are  not  all  investments,  that  one  govern- 
ment program  is  much  like  another. 

This  argument  simply  does  not  hold  water.  There  is  a  big  difference  between 
Head  Start,  which  we  are  fully  funding,  and  a  subsidy  for  honey,  which  we  elimi- 
nate. A  dollar  invested  in  Head  Start  can  avert  as  much  as  $6  in  spending  for  spe- 
cial education,  crime  and  income  support.  We  will  invest  in  the  things  that  improve 
future  living  standards  for  us  and  our  children. 
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This  program  will  stimulate  private  and  public  investment  in  order  to  increase 
our  rate  of  growth  in  productivity  and,  ultimately,  living  standards.  These  new  in- 
vestments are  a  central  part  of  the  President's  plan. 

The  Deficit  Reduction  Plan 

Finally,  in  order  to  reduce  the  government's  claims  on  credit  markets,  the  Presi- 
dent's economic  package  includes  a  credible  deficit-reduction  plan.  Deficit  reduction 
is  not  an  end  in  itself.  It  is  a  means  to  greater  capital  formation,  faster  productivity 
growth  and  higher  living  standards.  Deficits  require  government  borrowing — either 
from  the  private  sector,  reducing  funds  available  to  private  investors  and  consumers 
and  raising  their  cost  of  borrowing,  or  from  the  rest  of  the  world,  so  that  in  the 
future  a  growing  share  of  our  tax  dollars  will  be  used  to  pay  off  foreigners  who  lent 
us  money. 

The  President's  proposal  features  a  four-year  (FY94-FY97)  gross  deficit-reduction 
program  that  is  phased  in  gradually.  By  FY97  the  plan  will  cut  nearly  $200  billion 
from  the  deficit,  with  $112  billion  in  spending  cuts  and  $83  billion  in  revenue  in- 
creases. After  allowing  for  the  $55  billion  in  new  investment  initiatives  that  will  be 
introduced  as  part  of  the  investment  package  in  that  year,  the  program  achieves  a 
net  deficit  reduction  of  $140  billion  from  the  baseline  deficit  in  FY97  alone. 

The  President's  proposed  multi-year  budget  has  no  plugs,  caps,  gimmicks,  or 
magic  asterisks.  All  cuts  are  identified  in  the  0MB  document  "A  Vision  of  Change 
for  America."  The  150  specific  spending  cuts  reduce  Federal  Government  spending 
by  $247  billion  over  4  years.  The  spending  cuts  are  nearly  matched  in  magnitude  by 
specific  revenue  increases. 

The  spending  savings  in  the  President's  plan  are  in  six  general  categories:  termi- 
nating programs  that  don't  work  or  are  no  longer  needed;  eliminating  subsidies  for 
wasteful  programs  and  charging  fees  for  government  services;  managing  govern- 
ment for  cost-effectiveness  and  results;  controlling  health  care  costs;  adjusting  de- 
fense spending  to  new  post-Cold  War  realities;  and  asking  for  shared  contributions 
from  all  Americans. 

We  have  taken  the  first  steps  toward  changing  our  economic  course  within  the 
Federal  Government  itself.  It  is  only  fair  that  if  we  ask  Americans  to  contribute, 
that  the  Federal  bureaucracy  make  the  first  contribution.  From  the  White  House  on 
down,  every  department  and  agency  is  affected.  President  Clinton  has  directed  a  25 
percent  reduction  in  the  staff  of  the  White  House,  and  the  elimination  of  100,000 
positions  in  the  Federal  Government  workforce. 

Some  of  the  larger  items  in  the  long  list  of  spending  cuts  are:  Defense  spending 
reductions  of  $37  billion  in  FY97  and  $76  billion  over  a  4-year  period.  Reduction  of 
Federal  pay,  retirement  benefits,  the  number  of  civilian  employees,  and  administra- 
tive budgets  of  departments  agencies  for  a  total  savings  of  $11.7  billion  in  FY97.  Re- 
duction of  social  security  benefits  for  taxpayers  above  $32,000  (joint)  or  $25,000 
(single):  $6.9  billion  in  FY97.  Change  the  maturity  structure  of  the  national  debt: 
$3.9  billion  in  savings  in  FY97.  Savings  in  Medicare  and  Medicaid  (the  sum  of  33 
programmatic  changes,  virtually  all  of  which  cut  provider  reimbursements);  $17.7 
billion  in  FY97.  Auctioning  part  of  the  Federal  Communications  Commission  spec- 
trum: $2.1  billion  in  FY97. 

A  large  portion  of  the  additional  revenues  raised  in  the  President's  plan  are  at- 
tained by  increasing  taxes  on  the  very  wealthy,  who  have  benefitted  most  from  the 
reduced  taxes  of  the  1980s.  This  burden  sharing  is  also  consistent  with  the  Presi- 
dent's desire  to  reduce  the  growing  gap  between  rich  and  poor. 

Personal  income  tax  rates  are  raised  for  approximately  1.2  percent  of  returns 
with  the  highest  taxable  income  as  follows:  A  36  percent  bracket  begins  at  $140,000 
for  joint  filers  ($115,000  for  singles).  A  39.6  percent  bracket  begins  at  $250,000,  re- 
gardless of  filing  status.  The  maximum  tax  rate  on  capital  gains  remains  28  percent, 
as  under  current  law.  The  Alternative  Minimum  Tax  (AMT)  becomes  two-tiered:  26 
percent  up  to  $175,000  of  AMT  income  and  28  percent  thereafter.  All  these  rate 
changes  are  estimated  to  raise  $26.3  billion  in  FY97. 

In  order  to  raise  revenue,  encourage  the  conservation  of  energy,  and  reduce  harm- 
ful emissions,  the  President's  plan  also  includes  an  energy  tax  that  is  phased  in 
gradually.  When  fully  effective,  the  proposed  new  energy  tax  will  be  25.7  cents  per 
million  Btu,  with  an  additional  34.2  cents  per  million  Btu  on  oil.  These  amounts  are 
indexed,  so  that  the  tax  rises  slightly  with  the  rate  of  inflation.  The  tax  is  phased  in 
in  three  stages:  one-third  in  July  1994,  one-third  in  July  1995,  and  the  final  one- 
third  in  July  1996.  Estimated  impacts  on  retail  energy  prices  are  3-8  percent,  de- 
pending on  the  specific  product.  But  the  tax  will  be  levied  and  collected  at  the 
source  (production  or  import). 
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Many  are  concerned  that  the  energy  tax  increase  will  have  adverse  effects  on  in- 
flation in  the  economy  as  a  whole.  These  fears  are  unfounded.  A  variety  of  calcula- 
tions suggests  that  the  Btu  tax  will  increase  the  rate  of  overall  inflation  by  about 
0.2  to  0.3  percentage  points.  This  is  consistent  with  historical  experience.  When 
energy  prices  rose  50  to  60  percent  in  response  to  the  oil  price  shocks  of  the  1970s, 
the  rate  of  inflation  increased  by  about  4  percentage  points. 

A  higher  tax  rate  is  placed  on  oil  for  two  reasons.  One  is  as  a  national  security 
surcharge.  A  hidden  cost  of  dependence  on  foreign  oil  sources  is  the  additional 
money  that  must  be  spent  on  foreign  aid  and  national  defense  in  order  to  protect 
our  strategic  interests.  This  surcharge  makes  consumers  of  oil  bear  part  of  that 
burden  more  explicitly.  The  second  reason  for  the  higher  rate  on  oil  is  that  a 
straight  Btu  tax  would  burden  natural  gas  (a  less  polluting  source!  more  heavily 
than  oil  (a  more  polluting  source).  In  order  to  discourage  consumers  from  substitut- 
ing to  the  more  polluting  source  as  a  result  of  the  tax  change,  an  additional  levy  on 
oil  was  required.  Hence  the  oil  supplement  corrects  two  negative  "externalities"  as- 
sociated with  oil  consumption. 

The  Btu  tax  is  estimated  to  raise  $22.3  billion  in  FY97,  after  netting  out  roughly 
$7  billion  in  reduced  income  and  payroll  tax  receipts  that  Treasury  revenue  estima- 
tors assume  will  result  from  the  tax.  In  addition,  the  Administration  proposes  addi- 
tions to  Food  Stamps,  the  EITC,  and  the  Low  Income  Home  Energy  Assistance  Pro- 
gram (LIHEAP)  to  offset  the  burden  of  the  energy  tax  for  low  and  moderate  income 
households.  These  additional  programs  cost  roughly  $10  billion,  and  ensure  that 
families  with  incomes  below  $30,000  will  face  virtually  no  net  tax  increase. 

The  basic  corporate  tax  rate  is  raised  from  34  percent  to  36  percent.  In  addition,  a 
number  of  tax  preferences  and  deductions  are  reduced  or  eliminated  and  tax  en- 
forcement is  increased.  Total  revenue  accruing  to  the  government  from  these 
sources  is  estimated  to  be  $14.1  billion  in  FY97.  In  addition,  a  variety  of  other 
changes  in  "business  taxes"  (which  can  appear  on  either  personal  or  corporate  re- 
turns) nets  $8.4  billion  in  1997. 

The  health  insurance  portion  of  the  payroll  tax  will  apply  to  all  earnings,  rather 
than  being  capped  (as  at  present)  at  $135,000.  The  revenue  yield  from  this  change  in 
FY97  is  projected  to  be  $6.8  billion. 

A  brief  rundown  of  the  key  features  of  the  President's  deficit  reduction  plan  veri- 
fies that  these  spending  cuts  and  revenue  increases  are  real  and  identifiable.  But 
the  budget  game  is  a  complicated  one,  and  this  is  only  the  first  step  we  have  taken 
to  make  the  package  credible. 

To  allay  any  fears  of  "rosy  scenarios,"  the  budget  projections  are  based  on  a 
highly  unusual  procedure:  We  use  the  pessimistic  forecast  of  the  CBO,  rather  than 
the  Administration's  more  optimistic  forecast — even  though  the  latter  virtually 
matches  the  current  Blue  Chip  consensus  (see  Table  2).  Under  the  CBO's  pessimistic 
forecast,  the  deficit  falls  from  5.4  percent  of  GDP  in  fiscal  1993  to  2.7  percent  in 
1997.  Under  the  Administration's  forecast,  the  deficit  falls  even  further — to  2.2  per- 
cent of  GDP  in  fiscal  1997 — because  of  the  higher  level  of  GDP  that  is  attained  and 
the  increased  tax  revenues  and  reduced  mandatory  expenditures  that  accompany  a 
healthier  economy. 

Finally,  a  credible  plan  requires  an  enforcement  mechanism.  Under  the  Presi- 
dent's plan,  we  propose  to  extend  the  Budget  Enforcement  Act,  with  continued  caps 
on  discretionary  spending,  "pay-as-you-go"  requirements,  and  sequesters  when  nec- 
essary. 

The  President's  plan  is  a  bold  one,  but  of  course  it  is  only  the  beginning  of  a  long 
budget  process.  We  welcome  your  ideas  about  how  to  improve  this  package.  While 
no  one  will  be  happy  with  everything  in  this  package,  let  me  underscore  the  Presi- 
dent's view  that  our  deficit  reduction  goals  will  never  be  attained  unless  we  are 
willing  to  view  these  hundreds  of  specific  proposals  as  a  single  package.  If  we  are 
going  to  restore  a  proposed  spending  cut,  we  must  propose  specific  alternatives  to 
take  its  place. 

If  the  Congress  enacts  this  deficit  reduction  plan,  the  results  will  be  dramatic.  But 
the  reality  is  that  deficits  will  begin  to  climb  back  up  toward  the  end  of  the  decade. 
The  primary  reason  is  skyrocketing  health  care  costs.  As  a  government  and  as  a 
society,  we  must  reform  health  care  to  ensure  quality,  affordable  care  for  all  Ameri- 
cans. Health  care  costs  threaten  the  security  of  families,  businesses,  and  govern- 
ment alike.  We  must  also  act  to  control  health  care  costs  if  we  hope  to  control  defi- 
cits in  the  long  term. 

How  the  Package  Promotes  Fairness 

All  three  elements  of  the  package  will  help  restore  a  sense  of  fairness.  The  stimu- 
lus will  promote  job  opportunities  for  some  of  the  9  million  unemployed  members  of 
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our  labor  force.  Since  the  investment  program  includes  a  number  of  programs,  such 
as  head  start,  WIC,  health  care,  worker  training  and  retraining,  education  and  the 
earned  income  tax  credit,  that  directly  increase  opportunities  for  the  most  disadvan- 
taged members  of  society,  it  will  also  help  level  the  playing  field.  Finally,  the 
manner  in  which  revenues  are  raised  for  deficit  reduction  will  ask  the  most  from 
those  who  can  afford  it — the  top  1.2  percent  of  American  income  earners.  All  of 
these  features  of  the  total  package  will  help  restore  a  sense  of  fairness  in  our 
system  and  give  meaning  to  the  American  dream  for  those  members  of  society  who 
were  left  behind  by  the  policies  of  the  past  twelve  years. 

The  Economic  Outlook 

Forecasting  economic  performance  is  not  an  easy  task.  As  the  budget  process  re- 
minds us,  there  are  many  uncertainties  which  will  have  a  great  impact  on  the 
future  path  of  the  economy.  What  is  more  important  than  any  specific  predictions 
CBO  or  the  Administration  makes  about  economic  performance  is  that  we  make 
sound  choices  about  policy  that  raise  the  our  investment  rate,  our  productivity,  and 
ultimately,  our  living  standards. 

As  noted  in  discussing  the  budget  estimates,  the  Administration  forecast  for  real 
GDP  growth  is  slightly  higher  than  the  CBO  forecast  on  balance.  In  1993  and  1994, 
the  Administration  forecast  of  3.1  and  3.3  percent  growth,  respectively,  corresponds 
exactly  to  the  private  Blue  Chip  consensus  forecast.  This  is  higher  than  the  CBO 
estimates  of  2.8  and  3.0  percent.  The  Administration  forecast  assumes  that  the  stim- 
ulus package  provides  some  additional  growth  in  real  GDP  in  the  early  years.  As 
the  stimulus  wears  off  and  the  ITC  for  large  businesses  is  eliminated,  the  Adminis- 
tration forecast  falls  slightly  below  the  CBO  forecast  in  1995. 

From  1996  through  1998,  the  Administration  forecast  essentially  assumes  that  the 
economy  begins  to  feel  some  of  the  benefits  of  a  higher  capital  stock  as  a  result  of 
the  investment  program  and  the  tax  incentives  provided  in  the  stimulus.  Conse- 
quently, while  the  CBO  assumes  that  growth  falls  off  to  less  than  2  percent  by  1998, 
we  feel  that  a  long-run  capacity  growth  rate  of  2.5  percent  is  more  realistic.  In  these 
"out  years,"  the  Administration  forecast  is  identical  to  the  Blue  Chip  consensus. 

Mr.  Chairman,  this  concludes  my  testimony,  but  I  wanted  to  take  a  moment  to 
thank  you  and  your  committee  for  your  invitation  and  for  your  welcome.  I  look  for- 
ward to  working  with  you  during  my  tenure  at  the  Council  of  Economic  Advisers.  I 
know  by  working  together  we  can  all  share  in  the  effort  to  strengthen  our  economy 
by  ensuring  a  stronger  recovery,  higher  rates  of  public  and  private  investment,  and 
smaller  Federal  budget  deficits. 
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Tabl«  1 .   Comprehenslva  Budget  Impact  of  the  Packaga 
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BASBLINX 


$346 


Spending  Cuts: 

Nondefense  discretionary 
Entitlement 

Associated  debt  service 
Subtotal : 


-37 
-20 
-41 
-14 
-112 


Revenue  increases 


-83 


GROSS  DEFICIT  REDUCTION 


-195 


Clinton  investment  program: 
Spending 

Tax  reductions 

Subtotal : 

NET  DEFICIT  REDUCTION 


+39 

+15 

+55 

-140 


DEFICIT  WITH  CLINTON  POLICY 


$206 


Notes:     This  scores  savings  generated  by  increasing  the 
taxation  of  social  security  benefits  as  a  cut  in 
entitlement .  Some  may  prefer  to  count  it  as  a  tax 
increase. 


Table  2.   Comparison  of  Real  GDP  Forecasts 


1993 

1994 

CBO 

2.8% 

3.0% 

Administration 

3.1% 

3.3% 

Blue  Chip 

3.1% 

3.3% 

Real  GDP  growth  (Q4/Q4) 

1995  1996    1997    1998 

2.8%  2.6%    2.2%    1.8% 

2.7%  2.5%    2.5%    2.5% 

2.5%  2.5%    2.5%    2.5% 
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Chairman  Sabo.  Thank  you. 

Let  me  indicate  to  members,  the  vote  going  on  now  is  ordering 
the  previous  question  on  the  rule  on  the  unemployment  comp  ex- 
tension. My  assumption  from  that  is  that  there  are  probably  two 
votes,  one  on  the  previous  question,  then  to  be  followed  by  the  rule 
itself.  So  we  are  going  to  have  to  take  a  quick  break  in  just  a  few 
minutes. 

I  know  Tony  may  not  be  able  to  come  back.  Do  you  want  to  ask 
anything? 

Mr.  Beilenson.  No  thanks. 

Chairman  Sabo.  Let  me  ask  this  question,  and  then  we  will  be 
back  shortly. 

As  we  look  at  the  President's  budget,  we  quarrel  passionately 
over  certain  things  here.  I  think  there  is  broad  agreement  that 
there  is,  gross,  $493  billion  of  deficit  reduction. 

We  have  quarrels — my  staff  has  given  me  64  different  ways  to 
count  the  relationship  between  budget  cuts  and  revenues  as  applies 
to  that;  all  could  be  defended  with  some  credible  intellectual  hones- 
ty. 

My  friends  on  the  opposite  side  maximize  what  they  count  as 
revenues  and  minimize  what  is  counted  as  outlay  cuts;  and  we 
quarrel  in  between. 

But  the  $493  billion  in  deficit  reduction  is  there.  I  think  there  is 
general  agreement  however  you  get  there  for  $493  billion  being  le- 
gitimate. 

You,  then,  have  a  certain  amount  of  that  money  that  is  spent. 

Dr.  Tyson.  Yes. 

Chairman  Sabo.  Part  of  it  is  the  stimulus  package,  which  is  not 
really  before  us  but  impacts  us,  even  though  it  is  not  before  us  as 
we  consider  the  1994  through  1997  budget  Resolution. 

We  then  have  $100  billion  spent  on  investment  outlays;  $60  bil- 
lion spent  on  a  variety  of  tax  preferences.  I  expect  members  here 
may  have  varying  views  on  the  tax  preferences.  I  haven't  heard 
much  discussion,  other  than  the  discussion  relating  to  why  we  have 
the  100. 

Dr.  Tyson.  Yes. 

Chairman  Sabo.  I  expect,  in  a  very  fundamental  way,  as  I  under- 
stand the  President's  program,  it  is  a  program  for  deficit  reduction; 
but  it  is  also  a  program  to  create  economic  growth. 

Dr.  Tyson.  Yes. 

Chairman  Sabo.  And  I  think  we  need  a  little  bit  more  articula- 
tion of  the  rationale  and  the  reasons  that  that  increase  of  $100  bil- 
lion of  public  expenditure  has  relevance  to  what  happens  to  eco- 
nomic growth  in  this  country  versus  us  not  doing  it. 

Dr.  Tyson.  Okay. 

First  of  all,  let  me  say  that  I  don't  think  we  see  it  as  a  program 
of  deficit  reduction  and  a  program  of  economic  growth.  I  think  we 
see  it  as  a  program  of  economic  growth.  Deficit  reduction  is  one 
way  to  get  to  economic  growth.  You  get  it  by  reducing  interest 
rates  and  increasing  the  pool  of  savings  available  for  investment. 
That  leads  to  economic  growth. 

As  far  as  the  public  investment  part  of  it  is  concerned,  maybe  I 
can  answer  it  by  saying  what  we,  as  economists,  know  about  long- 
term  growth.  We  know  that  the  basic  determinates  of  a  society's 
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growth  rate  over  time  are  its  provision  of  plant  and  equipment — its 
capital  stock — its  provision  of  infrastructure — sort  of  public  capital 
stock:  roads,  railroads,  telecommunications — and  its  provision  of 
new  technological  information,  which  allows  you  to  take  a  piece  of 
equipment  and  make  it  do  more  things  or  to  take  a  person  and 
allow  the  person  to  create  new  products. 

And  then,  lastly,  growth  depends  on  the  skills  that  workers  bring 
to  the  work  force.  So  if  you  think  about  that,  if  you  think  about 
capital,  technology,  public  infrastructure,  and  human  talent  as 
being  the  fundamental  inputs  into  long-term  growth,  our  public  in- 
vestment package  really  is  meant  to  hit  all  of  those  things. 

We  hit  the  private  investment  in  plant  and  equipment  through 
targeted  tax  incentives.  We  tried  in  the  1980's  to  give  general 
income  tax  relief,  and  we  hoped  that  that  would  lead  to  an  increase 
in  savings  and  an  increase  in  private  investment.  In  fact  the  sav- 
ings rate  went  down  in  the  United  States.  And  the  private  invest- 
ment rate,  although  it  recovered  from  the  early  1980's  recession, 
never  went  above  our  usual  historical  behavior. 

So  we  didn't  get  any  boost  in  investment  from  the  sort  of  general 
tax  relief  and  adjustments  we  tried  in  the  1980's.  So  we  are  trying 
a  targeted  approach.  We  are  saying,  let's  figure  out  tax  incentives 
which  really  will  influence  the  business  community  to  invest  more. 
And  that  is  part  of  our  package. 

As  far  as  other  components  of  growth — infrastructure,  technolo- 
gy, and  people — if  you  look  at  the  public  expenditure  increases  that 
we  are  proposing,  that  is  what  they  are  targeted  at.  They  are  tar- 
geted to  provide  a  better,  more  modern,  less  congested  infrastruc- 
ture to  be  the  foundation  for  how  businesses  communicate  with  one 
another  and  how  they  transport  their  workers  and  their  products 
around  the  Nation  and  around  the  world. 

We  are  trying  to  provide  support  for  the  creation  of  new  techno- 
logical information,  and  its  diffusion,  again  a  major  input  into  the 
growth  process.  And  we  are  trying  to  target  those  parts  of  our  edu- 
cation and  training  system  and  our  human  support  system  which 
we  believe  are  fundamental  to  the  skills  and  employability  of  our 
work  force. 

If  we  have  a  healthier  work  force,  if  we  have  a  work  force  which 
has  basic  skills  inculcated  from  the  time  children  are  small,  if  we 
have  a  system  which  allows  people  to  go  to  college  through  nation- 
al service  programs,  if  we  have  a  system  which  allows  workers  to 
be  retrained,  we  are  going  to  be  increasing  our  growth  rate 
through  the  provisions  of  better  trained,  healthier  workers. 

So  it  is  all  about  growth,  I  would  say. 

Chairman  Sabo.  Excellent  answer. 

We  have  to  run  and  vote. 

We  have  about  5  minutes  left  on  this  one.  Then  I  think  we  have 
a  follow-up  vote,  so  it  will  probably  be  10  to  15  minutes. 

[Brief  recess.] 

Chairman  Sabo.  The  committee  will  reconvene. 

Mr.  Miller. 

Mr.  Miller.  Thank  you,  Mr.  Chairman.  We  were  laughing,  and  I 
am  complementing  the  Chairman  this  morning  about  allowing 
freshmen  to  go  first  yesterday  because  we  did  not  get  a  chance  to 
ask  questions  of  Mr.  Panetta  on  Thursday.  Now  I  get  to  go  first 
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after  the  recess,  so  I  am  really  getting  honored  2  days  in  a  row. 
Thank  you. 

It  is  enjoyable  to  know  that  your  parents  are  constituents  of 
mine,  and  I  hope  they  will  vote  my  way  in  2  years  when  I  run. 

I  have  never  been  in  politics  before.  I  am  a  former  college  profes- 
sor and  businessman.  This  is  a  new  business  to  me.  We  were  talk- 
ing about  meetings  that  get  interrupted  such  as  going  to  vote. 

But  I  would  like  to  commend  President  Clinton,  that  he  has 
brought  focus  on  the  deficit.  I  really  believe  that.  My  problem  is 
the  means  to  the  end. 

So  let  me  ask  you  a  couple  questions  on  that  and  maybe  on  the 
budget  process  itself.  You  may  not  be  the  authority,  but  that  seems 
to  be  where  the  problem  is.  I  don't  fully  understand  it. 

Do  you  have  comments  on  how  to  reform  the  budget  process  and 
get  control  of  spending? 

Dr.  Tyson.  I  am  a  recent  college  professor  like  yourself.  We  did 
not  study  the  intricacies  of  the  budget  process. 

I  think  we  have  a  very  able  person  in  the  administration  on  this, 
Director  Panetta.  And  we  have  talked  a  lot  about  this  issue. 

He  feels  very  convinced  that  we  will  make  proposals  enabling  us 
to  enforce  this  package.  They  will  set  in  place  caps  and  the  possibil- 
ity of  sequester  and  pay-go  arrangements  that  will,  if  we  pass  the 
package,  be  credible  enforcement  mechanisms. 

As  far  as  the  intricacy,  I  think  you  and  I  will  be  in  a  mutual 
learning  process  over  the  next  3  years. 

Mr.  Miller.  I  think  that  is  the  key  to  the  success  of  deficit  reduc- 
tion— the  control  of  spending  long  term. 

Dr.  Tyson.  I  think  there  are  three  keys.  The  first  thing  you  have 
to  do  is  admit — acknowledge  it  is  a  problem,  which  we  have  now 
done. 

The  second  thing  you  have  to  do  is  to  be  very  specific  in  your 
proposals,  which  I  think  we  have  done,  both  on  the  revenue  side 
and  on  the  spending  side.  I  think  you  have  to  be  very  specific.  And 
I  think  that  we  chose  to  do  it  this  way  precisely  so  that  we  would 
give  the  plan  a  great  deal  of  credibility. 

And  that  then,  finally,  lastly,  you  have  to  take  the  credible  plan 
and  attach  to  it  some  very  important  enforcement  mechanisms. 

So  I  think  there  are  three  parts.  And  we  are  looking  for  a  budget 
package  that  does  all  three  but  starts  with  the  notion  that  it  mat- 
ters in  that  we  have  to  do  something. 

Chairman  Sabo.  I  can  interject  on  your  question,  Mr.  Miller, 
people  may  quarrel  over  when  and  how  to  do  it;  but  there  is  broad- 
er agreement  that  controlling  health  care  costs  is  crucial  both  to 
our  deficit  problem  and  to  other  economic  problems. 

I  would  just  be  curious,  if  you  would  expand  in  response  to  Mr. 
Miller's  question  on  the  relationship  of  health  care,  not  to  the 
budget  problem,  but  your  sense  of  its  relationship  to  the  impact  on 
the  economy  in  general. 

Dr.  Tyson.  On  the  economy,  okay.  Let  me  say  that  I  think  of  the 
health  care  problem  as  a  problem,  ultimately,  of  the  competitive- 
ness of  the  Nation  internationally,  that  we  have  a  situation  where 
the  costs  of  the  system,  as  they  grow,  fall  significantly  on  the  pri- 
vate sector  in  this  economy.  It  is  a  budget  problem  in  terms  of  the 
Federal  part  of  the  health  care  cost  system.  But  it  is  largely  a  pri- 
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vate  problem  in  terms  of  the  cost  of  providing  health  insurance. 
This  falls  on  large  companies  who  do  have  good  health  care  cover- 
age plans,  but  the  cost  of  which  is  going  up  and  up  and  up. 

Ford  Motor  now  spends  more  on  health  care  than  on  steel.  So  we 
have  a  situation  where  the  company  is  trying  to  provide  health 
care  to  their  workers  but  has  very  large  additional  costs  imposed 
on  hiring  a  worker.  That  means,  of  course,  that  companies  are 
more  reluctant  to  bring  on  workers.  It  is  one  of  the  reasons  why  we 
have  had  a  big  increase  in  the  percentage  of  workers  who  are  clas- 
sified as  temporary  workers. 

If  you  look  at  the  rate  of  growth  of  employment  in  this  country 
since  1980,  you  see  large  growth  in  temporary  employment  and 
much  slower  growth  in  permanent  employment.  That  is  partly  be- 
cause firms  don't  want  to  bring  on  permanent  employees,  because 
that  means  bringing  on  fringe  benefits — primarily  health  bene- 
fits— for  that  employee.  And  the  small  business  community,  they 
find  themselves  really  caught.  I  know,  personally,  many  small  busi- 
ness owners  who  want  to  provide  health  insurance  for  their  em- 
ployees but  cannot.  They  simply  cannot  afford  to  do  that. 

And  those  employees,  of  course,  either  have  to  buy  it  personally 
or  simply  are  uninsured.  But  the  cost  of  the  uninsured  falls  on  the 
cogs  of  the  system. 

So  I  think  it  is,  ultimately,  a  problem  of  creating  employment  in 
the  country  and  making  our  products  competitive,  because  those 
costs  show  up  in  the  prices  of  the  products. 

Again,  to  go  to  the  automobile  case,  there  is  a  very  important 
study  done  by  the  Economic  Strategy  Institute  in  Washington 
showing  that  a  major  part  of  the  cost  differential  between  an 
American-produced  car  and  a  Japanese-produced  car  was  the 
health  care  cost  component.  So  job  creation  and  competitiveness 
are  really  tied  up  with  solving  this  problem. 

Chairman  Sabo.  Mr.  Miller,  the  floor  is  still  yours. 

Mr.  Miller.  Thank  you. 

I  appreciate  your  comments  about  health  care.  It  is  an  area  that 
I  personally  have  a  lot  of  interest  in,  and  I  am  on  the  Minority 
Leader's  task  force  on  health  care. 

One  thing,  Mrs.  Clinton  has  come  over  and  talked  with  our 
group;  that  is  a  bipartisan  effort  area.  As  I  complained  yesterday, 
there  is  frustration  as  a  freshman  on  the  extreme  partisanship  in 
this  institution.  On  health  care,  there  is  a  hope  for  bipartisanship, 
and  I  hope  we  can  do  that. 

I  wish  to  switch  to  basic  economics,  if  I  may.  One  of  the  problems 
I  have  is,  that  the  President's  program  is  heavy  on  the  tax  side.  In 
the  first  year  alone,  it  is  $36  or  $37  billion  more  revenues  and  only 
about  $1  billion  in  tax  cuts. 

To  me,  basic  economic  theory  would  tell  you  that  that  is  a  drag 
on  the  economy,  to  raise  taxes  so  much  rather  than  a  stimulant  to 
the  economy. 

Basic  economics  tells  me  something  contrary  to  the  argument 
you  make. 

Can  you  convince  me  differently? 

Dr.  Tyson.  I  think,  taken  by  themselves,  if  you  simply  imposed  a 
package  that  imposed  revenue  increases  on  the  public,  that  is  con- 
tractionary. If  you  taught  Econ  101,  you  know  a  tax  increase  is,  in 
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fact,  contractionary.  But  this  is  a  package  which  is  designed  to — 
first  of  all,  we  do  have  additional  spending  coming  in  the  early 
years;  and  that  is  meant  to  offset,  to  some  extent,  the  contraction- 
ary effects. 

Secondly,  and  more  importantly,  I  would  say  the  reason  revenue 
increases  are  in  the  picture  at  all  is,  is  that  this  is  a  deficit  reduc- 
tion approach.  We  believe  that — we  are  already  seeing  that,  as  a 
result  of  the  deficit  reduction  approach,  we  are  going  to  really 
reduce  the  costs  of  operating  for  businesses  and  for  households 
through  interest  rate  reduction. 

So  on  the  one  hand,  the  revenue  increase,  taken  by  itself,  would 
tend  to  slow  the  economy  down.  But  offsetting  that  is,  first  of  all, 
the  stimulus  package  and  secondly  the  stimulus  effect  of  substan- 
tially lower  costs  of  borrowing  on  the  economy. 

So  when  we  net  all  of  those — when  we  balance  all  those  things 
together  and  we  do  our  forward  runs,  we  see  the  economy  actually 
growing  through  this  process  and  not  contracting.  But  you  have  to 
take  it  as  a  package,  not  as  an  individual  piece. 

Mr.  Miller.  It  is  still  confusing,  you  know,  raising  all  the  taxes 
by  itself  is  a  drag  on  an  economy  rather  than  a  stimulant. 

Dr.  Tyson.  While  you  are 

Mr.  Miller.  First  year  only?  Or  the  second  year? 

Dr.  Tyson.  But  look  what  is  happening.  One  of  the  key  ways  defi- 
cit reduction  works,  it  seems  to  me,  is  through  expectations  of  the 
marketplace,  that  we  are  going  to  gradually  reduce  the  deficit,  be- 
cause long-term  interest  rates — which  are  a  very  important  compo- 
nent of  everyone's  costs — are  based  on  expectations  about  the 
future.  The  improvement  in  expectations  about  the  future  is  actu- 
ally having  an  effect  on  borrowing  costs  today.  So,  in  fact,  the  stim- 
ulus to  the  economy  coming  from  lower  borrowing  costs  is  very  big 
and  will  act  to  offset,  counteract,  the  contractionary  effect  of  the 
tax  increases. 

So  you  have  to  think  about,  as  one  thing — the  tax  revenue  in- 
creases doing  one  thing,  the  lower  interest  rates  doing  another,  the 
stimulus  package  doing  another.  And  our  assessment  of  the  three 
together  is  the  economy  will  grow  through  that. 

Mr.  Miller.  Did  you  go  through  econometric  models  before  last 
Wednesday  night  and  that  type  of  thing? 

Dr.  Tyson.  Yes,  we  have  gone  through  econometric  models. 

Mr.  Miller.  Let  me  ask  you  another  question,  if  I  may,  on  the 
energy  tax.  And  I  hear  a  number,  that  it  costs  $17  per  person,  per 
month.  So  it  is  not  a  large  dollar  amount. 

Does  that  consider  the  full  impact  of,  not  the  direct  cost  of  more 
gasoline  or  heating  oil,  but  inflationary  aspects  and  hidden  costs  of 
energy  taxes. 

Has  that  been  fully  modeled  in  there  and  measured? 

Dr.  Tyson.  Again,  we  have  modeled  the  overall — let's  talk  about 
the  energy  tax  and  then  the  overall. 

We  have  also  come  up  with  some  estimates  of  the — if  you  just 
looked  at  the  effect  of  the  energy  tax  on  the  price  level,  nothing 
else — don't  think  about  anything  else  going  on  at  the  same  time — 
then,  overall,  that  may  cause  an  increase  in  the  price  level  of  about 
a  quarter  of  1  percent. 
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But,  again,  the  reason  I  say  that  that  is  a  misleading  number  is 
because  there  are — this  is  part  of  a  package.  The  package  is  also 
doing  many  other  things.  It  is  bringing  down  the  deficit,  reducing 
borrowing  costs.  That  will  tend  to  have  a  depressing  effect  on  costs. 
That  is  a  cost  reduction  and  therefore  price-reducing  effect. 

When  we  look  at  the  net  effect,  if  you  look  at — for  example,  in 
the  publication  itself,  A  Vision  of  Change,  we  actually  do  a  price 
projection.  We  have — we  compare  our  price  projection  to  the  CBO 
price  projection;  and,  basically,  we  show  very  little  in  the  way  of  an 
increase  in  the  rate  of  CPI,  Consumer  Price  Index,  inflation  as  a 
result  of  our  package  overall.  That  is  because,  although  one  compo- 
nent of  it  is  adding  very  small  but  positive  price  pressure,  nonethe- 
less, other  components  are  reducing  price  pressure.  The  net  effect 
is  to  leave  the  inflation  forecast  more  or  less  unchanged.  So  we  did 
look  at  that  question  in  terms  of  that. 

Is  our  policy  going  to  change  our  growth  rate?  We  believe  it  will 
improve  the  growth  rate. 

Is  it  going  to  bring  unemployment  down  more  rapidly  than 
would  otherwise  be  the  case?  Yes,  we  believe  that. 

Is  it  going  to  change  the  inflation  rate?  We  believe  not.  We  be- 
lieve there  will  not  be  a  significant  or  even  noticeable  change  in 
that  parameter. 

We  did  that  in  our  runs,  and  that  is  in  the  publication. 

Again,  we  looked  at  all  of  this  in  terms  of  assessing  the  package 
as  a  whole.  We  didn't  sort  of — we  have  done  runs  on  individual 
parts,  which  is  why  I  can  answer  the  energy  question  the  way  I 
did.  But,  basically,  we  looked  at  the  overall  package. 

Mr.  Miller.  Instead  of  the  $17  it  was  a  300  number  cost  per  indi- 
vidual. I  saw  that  somewhere. 

Dr.  Tyson.  The  $17  is  what  you  pay  as  additional  charges  on 
your  energy  bill.  The  prices  of  products  heavily  using  energy  as  an 
input  may  also  be  affected.  It  is  hard  to  know  how  much  because  it 
depends  upon  how  completely  a  producer  passes  through  an  in- 
crease in  their  energy  costs  on  the  consumer  price. 

If  you  assume  complete  pass  through,  then  you  can  get  up  to  the 
$300  range.  But  when  you  translate  that  into  an  overall  price  level 
effect,  that  is  when,  I  believe,  you  get  a  quarter  of  1  percent.  But 
that  is  what  we  call  in  economics,  partial,  looking  at  the  effect  of 
the  energy  tax  not  at  the  effect  of,  say,  lower  interest  costs  as  a 
result  of  deficit  reduction.  When  you  factor  those  into  the  picture, 
then  overall  costs  may,  in  fact,  decline  when  you  take  production 
costs  including  end  costs  and  energy  costs. 

Mr.  Miller.  If  I  have  time  to  ask  about  health  care  funding — but 
if  you  want  to  move  on 

Chairman  Sabo.  We  should  let  Mr.  Smith  ask  some  questions. 

Mr.  Miller.  Thank  you  very  much. 

Dr.  Tyson.  You  are  quite  welcome. 

Mr.  Smith  of  Texas.  Thank  you,  Mr.  Chairman.  I  appreciate 
your  patience  as  well. 

Last  night  President  Clinton,  in  speaking  to  the  Chamber  of 
Commerce,  said  there  are  more  cuts  coming. 

What  are  those  cuts,  and  when  are  they  going  to  arrive? 

Dr.  Tyson.  I  think  that  we  are  going  to — all  of  us  are  appearing 
before  Congress;  all  of  us  are  talking  with  various  Members  of  the 
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Congress;  all  of  us  are  going  to  listen  carefully  to  proposals  that 
are  being  made.  And  we  will  come  forward  with,  as  we  engage  in 
this  dialogue — 

Mr.  Smith  of  Texas.  The  President  doesn't  have  any  ideas,  him- 
self? He  is  depending  on  others  to 

Dr.  Tyson.  He  may  have  ideas  himself.  In  fact,  he  does,  I  am 
sure.  And  he  and  I  have  been  on  the  road  in  different  places,  so  I 
have  not  gotten  his  revised  list. 

Mr.  Smith  of  Texas.  He  is  not — revised  list.  So  he  has  a  long  list 
of  cuts,  and  we  have  only  seen  part  of  them? 

Dr.  Tyson.  I  would  only  say  he  is  committed  to  the  notion  of  en- 
tertaining the  idea  of  additional  cuts.  I  am  certain  he  probably  has 
some  in  mind.  I  have  not  spoken  to  him  in  the  last  few  days. 

Mr.  Smith  of  Texas.  He  has  not  consulted  with  you  yet.  What 
are  you  going  to  recommend  if  he  does  ask  you? 

Dr.  Tyson.  On  what  are  additional  cuts? 

Mr.  Smith  of  Texas.  Yes. 

Dr.  Tyson.  Let  me  say  the  following  about  that:  I  am  an  econo- 
mist, and  the  way  I  analyze  this  package  is  in  terms  of  size.  I 
would  argue  that,  from  my  point  of  view,  what  is  important  here  is 
the  relative  size  of  the  deficit  reduction  effort,  particularly  cuts, 
which  item  should  be  cut. 

I  would  want  to  assess  the  proposal  on  the  basis  of  whether  it  is 
cutting  something  I  believe  would  enhance  the  productivity  of  the 
economy  or 

Mr.  Smith  of  Texas.  Let's  say  the  package  is  as  it  stands  now. 
Would  you  recommend  to  the  President  any  additional  cuts?  And  if 
so,  which  cuts? 

Dr.  Tyson.  I  think  the  package — I  support  the  package  as  it 
stands  right  now. 

Mr.  Smith  of  Texas.  Even  though  the  President  said  there  are 
more  cuts  coming? 

Dr.  Tyson.  I  think  additional  cuts  are  fine,  but  I  support  the 
package  as  it  stands  right  now. 

Mr.  Smith  of  Texas.  You  don't  have  any  recommended  cuts  that 
you  would  suggest? 

Dr.  Tyson.  I  do  not  have  recommended  cuts.  I  would  rather  have 
recommendations  from  the  American  people  and  from  Members  of 
Congress.  And,  then,  as  an  economist,  I  would  like  to  be  able  to 
assess  those  cuts 

Mr.  Smith  of  Texas.  When  this  package  was  presented,  did  you 
expect  to  make  additional  consults  or  not? 

Dr.  Tyson.  When  the  package  was  prepared,  it  was  presented  as 
a  complete  package  with  approximately  the  right  size  deficit  reduc- 
tion and 

Mr.  Smith  of  Texas.  What  do  you  think  has  made  the  present 
changes  minor  to,  now,  consider  additional  spending  cuts? 

Dr.  Tyson.  I  think  the  President  wants  to  make  sure  that  this 
package  achieves  his  deficit  reduction  target  of  $140  billion  and 
that  any  possible  slippage  from  that  would  lead  him  to  consider  the 
possibility,  or  the  necessity  of,  further  cuts. 

He  is  committed  to  the  overall  size  of  the  package  and  to  a  credi- 
ble deficit  reduction  approach  which  would  reduce  the  deficit  to 
GDP  ratio. 
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Mr.  Smith  of  Texas.  So  he  is  not  sure  the  current  package  would 
achieve  the  $140  bilUon  deficit  reduction? 

Dr.  Tyson.  No.  I  believe  this  package  will,  but  I  believe,  in  the 
process  of  discussing  with  the  Congress 

Mr.  Smith  of  Texas.  If  there  was  a  slippage  that  you  referred  to, 
where  would  that  occur. 

Dr.  Tyson.  I  have — I  really 

Mr.  Smith  of  Texas.  Don't  know? 

Dr.  Tyson.  I  would  suggest — the  slippage  is  not  in  the  numbers 
we  propose.  The  slippage  is 

Mr.  Smith  of  Texas.  Wait  a  minute.  The  slippage  occurred  the 
next  day.  The  night  of  the  State  of  the  Union  we  heard  $493  bil- 
lion. And  then  the  next  day  it  was  down  to  $325  billion. 

Dr.  Tyson.  Excuse  me.  That  was  not  slippage.  As  you  know,  the 
$495  is  the  gross  deficit  reduction. 

Mr.  Smith  of  Texas.  I  may  have  known  that.  I  may  have  been 
told  that.  But  the  night  of  the  State  of  the  Union  address,  the 
President  said  that  that  was  going  to  be  a  net  deficit  cut.  He  never 
said  anything  about  gross — never  explained  it  that  way  in  any 
shape  or  form. 

Dr.  Tyson.  The  American  people  have  certainly  heard — first  of 
all,  as  I  remember  the  speech,  there  was  no  statement  about  it 
being  net  or  gross.  It  was  a  statement  about  the  overall  size  of  the 
package. 

Mr.  Smith  of  Texas.  Wait  a  minute.  Wait  a  minute.  Now,  wait  a 
minute.  Don't  you  think — and  certainly  the  polls  showed  it — the 
American  people  thought  he  was  talking  about  reducing  the  deficit 
by  $493  billion  or  $495  billion. 

Dr.  Tyson.  The  deficit  reduction  495,  493,  that  was  the  amount  of 
cuts.  It  was  a  4-  to  5-year 

Mr.  Smith  of  Texas.  I  know  all  that.  You  listened,  too.  But  the 
American  people  clearly  felt  that 

Dr.  Tyson.  Clearly  the  American  people  who  have  continued  to 
express  an  opinion  on  this  package,  up  until  today,  are  vastly  in 
support  of  it. 

Mr.  Smith  of  Texas.  Wait  a  minute.  And  the  amount  of  support 
is  dropping  every  single  day  when  they  hear  more  about  the  pack- 
age. 

Dr.  Tyson.  The  polls  still  show  support  with  all  of  the  criticism 
of  the  package  that  has  developed. 

Mr.  Smith  of  Texas.  I  know.  And  at  the  rate  the  polls  are  going, 
in  3  days,  you  reach  50  percent.  But  we  will  see. 

Let  me  go  to  my  other  questions,  since  we  have  limited  time. 

What  happens — and  maybe  you  won't  answer  this.  What  hap- 
pens if  Congress  does  not  pass  all  the  tax  increases  as  proposed  by 
the  President?  Say  the  tax  increases  on  social  security  income 
become  so  controversial  that  people  write  in;  and  the  Members  of 
Congress  say,  we  are  not  going  to  touch  it.  So  there  is  a  shortfall. 

How  is  the  President  going  to  make  up  that  shortfall?  Will  there 
be  more  spending  cuts?  Additional  taxes?  How  is  that  shortfall 
going  to  be  made  up? 

Dr.  Tyson.  Let  me  say  two  things  in  answer  to  that. 

The  first  is,  when  I  talked  about  slippage  before,  that  is  exactly 
what  I  meant.  Many  articles  suggest — and  many  discussions  on  the 
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Hill  suggest — that  Congress  may  not  pass  some  of  our  proposed 
cuts.  So  when — our  challenge  to  the  Congress,  then,  is  to  come  up 
with  cuts  that  they  will  pass,  because  we  are  committed  to  this  def- 
icit reduction  effort. 

Mr.  Smith  of  Texas.  Are  there  any  circumstances 

Dr.  Tyson.  We  have  proposed  a  package  which  achieves  a  signifi- 
cant deficit  reduction. 

Mr.  Smith  of  Texas.  I  understand  that 

Dr.  Tyson.  If  we  cannot  get  Congressional  support  for  various 
cuts,  we  will  entertain  the  notion  of  lower  cuts  or  entertain  the 
notion  of  additional  cuts. 

Mr.  Smith  of  Texas.  I  understand.  Are  there  any  circumstances 
under  which  you  would  accept  the  deficit  reduction  of  less  than 
$140  billion  dollars? 

Dr.  Tyson.  I  would  say  that  the  issue  here  is  credibility.  We  have 
gotten  a  resounding  signal  of  support  from  domestic  and  interna- 
tional capital  markets  that  this  is  the  right  range  of  deficit  reduc- 
tion and  that  the  package  we  put  together  is  credible. 

If  we  deviate  to  any  significant  degree  from  that  target,  I  believe 
we  will  all  become — we  will  all  beg  credibility.  We  have  set  a  very 
significant  reversal  in  course  for  the  country  over  the  next  4  years. 
And  if  we  back  away  from  that,  I  believe  that  the  American  people, 
much  less  international  and  national  capital  markets 

Mr.  Smith  of  Texas.  You  don't  expect  any  circumstances  that 
would  make  you  back  away  from  the  $140  billion  deficit  reduction 
number? 

Dr.  Tyson.  I  would  hope  that  we  do  not  back  away  from  it.  I 
would  hope  that  we  remain  committed  to  that  level  of  deficit  reduc- 
tion. 

Mr.  Smith  of  Texas.  One  more  question.  And  you  are  probably 
familiar  with  this  article  in  the  Wall  Street  Journal,  December  1, 
1992.  And  you  are  quoted  as  saying  there  is  no  relationship  be- 
tween the  level  of  taxes  the  Nation  pays  and  its  economic  perform- 
ance. 

Is  that  an  accurate  quote? 

Dr.  Tyson.  That  is  an  accurate  quote. 

Mr.  Smith  of  Texas.  If  that  is  the  case,  if  we  had  a  deficit  reduc- 
tion package  that  consisted  entirely  of  tax  increases,  that  would 
not  slow  the  economy  in  any  way? 

Dr.  Tyson.  Let  me  give  you  the  perspective — let  me  explain 
where  that  quote  came  from.  And  then  I  will  answer  your  question. 

If  you  look — actually  we  were  checking  this  during  the  break.  It 
was  a  long  break,  so  we  were  going  through  recent  numbers. 

If  you  compare  the  advanced  industrial  countries,  a  group  of 
them,  30  of  them,  and  you  look  at  their  tax  burdens  relative  to 
GDP,  that  is  overall  taxes.  Federal,  state  and  local  taxes,  as  a  per- 
centage of  GDP  and  you  rank  countries  by  that,  the  U.S.  is  at  the 
bottom  and  consistently  has  been  at  the  bottom  of  the  list. 

And  compared  to  some  other  countries,  it  doesn't  perform  that 
well;  it  depends  on  what  indicator  you  are  looking  at. 

What  I  concluded  there — and  what  you  also  see  in  terms  of  the 
economic  literature — is  there  is  no  simple  relationship  between  the 
level  of  taxes  a  Nation  pays  and  how  fast  it  grows,  what  its  savings 
rate  is,  what  its  investment  rate  is,  what  its  export 
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Mr.  Smith  of  Texas.  There  is  no  relationship? 

Dr.  Tyson.  There  is  no  simple  relationship.  That  doesn't  mean 
you  don't  want  to  look  at  the  kind  of  taxes  you  impose. 

I  think  what  we  are  trying  to 

Mr.  Smith  of  Texas.  It  could  be  a  very  minor  tax.  And  presum- 
ably it  wouldn't  have  a  significant  impact  on  the  economy. 

You  said  no  relation  between  the  level  of  taxes.  It  could  be  a 
$400  billion  tax  increase.  And  you  are  saying  there  is  no  effect,  no 
relationship,  between  that  and  the  economy? 

Dr.  Tyson.  It  is  an  observation  that  holds  over  long  periods  of 
time. 

Once  again,  I  will  state  the  evidence.  The  evidence  is,  if  you  rank 
countries  by  taxes  related  to  GDP,  the  U.S.  has  a  low  tax  burden. 

Mr.  Smith  of  Texas.  I  am  not  talking  about  other  countries.  I 
was  talking  about  the  United  States. 

Let  me  read  you  a  quote  that  I 

Chairman  Sabo.  Let  her  finish  answering  the  questions. 

Mr.  Smith  of  Texas.  Mr.  Chairman,  I  thought  if  that  were  the 
case,  we  may  be  here  all  day.  And  we  may  still  not  have  a  com- 
plete answer,  Mr.  Chairman.  I  don't  mean  to  interrupt  you,  but 
this  will  add  to 

Dr.  Tyson.  I  think  this  detracts  from  the  discussion,  which  is  a 
discussion  about  the  plan  we  have  proposed,  frankly. 

This  is  not  an  academic  discussion  about  whether  there  is  a 
simple  relationship  between  the  level  of  taxation  or  the  change  in 
taxation  and  economic  performance.  This  is  about  that  package. 

In  the  package  we  believe  we  have  achieved  the  right  balance. 

Mr.  Smith  of  Texas.  Before  we  go  off  on  that — we  have  discussed 
that — let  me  quote  Joseph  Rosenberg,  who  you  may  know,  a  men  of 
the  Treasury's  Bar  Advisory  Council.  Quote,  "I  do  not  recall  any 
time  in  history  when  higher  taxes  led  to  a  more  vibrant  economy." 

When  in  American  history  have  more  taxes  led  to  a  more  vi- 
brant economy? 

Dr.  Tyson.  Let  me  just,  once  again,  emphasize  this  is  not  an  ad- 
ministration which  is  asking  for  higher  taxes  because  we  believe 
that  higher  taxes  help  the  economy. 

We  are  asking  for  higher  taxes  as  part  of  a  very  bold  effort  to  get 
the  deficit  under  control,  something  which  got  out  of  control  in  the 
1980's  as  a  result  of  a  series  of  fiscal  decisions  which  were  irrespon- 
sible. 

We  are  faced  with  the  necessity  of  a  reversing  those  decisions. 
We  are  using  taxes  as  one  of  several  items  to  get  that  fiscal  irre- 
sponsibility under  control.  It  is  not  taxation  for  taxation's  sake. 

Mr.  Smith  of  Texas.  I  understand  that.  I  am  concerned  about 
the  mind-set  of  an  economic  adviser  to  the  President  who  apparent- 
ly believes  what  I  just  read,  that  there  is  no  connection  between 
the  level  of  taxes  and  the  economy,  because  I  happen  to  think — — 

Dr.  Tyson.  This  is  not  a  hearing  on  my  ability  to  act  as  economic 
adviser  to  the  President. 

Mr.  Smith  of  Texas.  I  know  that. 

Dr.  Tyson.  This  is  about  the  package. 

Mr.  Smith  of  Texas.  I  am  talking  about  advice  you  may  give  the 
President. 
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Dr.  Tyson.  The  package  before  you,  I  was  one  of  many  advisors 
on  that  package.  So  let's  talk  about  the  package  and  not  my  own 
beliefs. 

Mr.  Smith  of  Texas.  If  the  package  had  no  increase  in  taxes  in  it 
whatever,  do  you  think  it  would  have  a  more  beneficial  impact  on 
the  economy?  Or  do  you  think  there  is  no  difference  whether  there 
is  taxes  in  the  package  or  not. 

Dr.  Tyson.  I  think  the  size  of  the  package  is  the  most  important 
for  the  effects  on  the  economy. 

Mr.  Smith  of  Texas.  Dr.  Tyson,  I  won't  push  you.  I  wish  I  had 
gotten  one  answer  to  one  question. 

Dr.  Tyson.  I  think  you  have  gotten  as  many  answers  as  you  in- 
terrupted, sir. 

Mr.  Smith  of  Texas.  No.  I  got  no  answers  to  the  questions. 

Thank  you  though. 

Chairman  Sabo.  Mr.  Stenholm. 

Mr.  Stenholm.  Welcome,  Dr.  Tyson.  I  want  to  go  back  to  the 
package,  as  you  say,  that  we  ought  to  be  confined  to.  For  your  ben- 
efit I  will  repeat  what  I  said  to  previous  witnesses  before  this  com- 
mittee. 

I  think  the  budget  package  that  was  submitted,  warts  and  all,  is 
the  most  honest  budget  submission  from  an  administration  in  the 
15  years  I  have  been  in  the  Congress.  I  can  nitpick  it,  and  I 
wouldn't  give  it  an  A  plus.  But  I  am  comparing  it  to  all  the  others, 
and  it  is  far  superior  to  the  recent  budgets  that  have  been  submit- 
ted. So  that  is  the  perspective  from  which  I  make  my  statements. 

I  apologize  for  not  being  here  earlier,  but  I  assume  you  defended 
the  package  based  on  its  honesty,  its  fairness,  and  on  its  balance.  I 
must  start  by  saying  that  we  have  enough  taxes  in  the  package.  I 
would  like  to  see  more  spending  cuts  and  I  think  you  would,  too. 
The  President  has  indicated  that  he  would.  I  understand  to  do  that, 
we  have  to  get  218  votes,  and  I  understand  the  difficulties  of  that 
as  we  move  into  it. 

My  question  to  you  comes  because  I  want  to  see  if  you  can  help 
me  understand  the  fairness  side  of  this.  I  happen  to  represent  a 
rural,  agriculture,  oil,  and  gas  district  and  have  been  having  diffi- 
cult finding  a  lot  of  specific  benefits  in  the  package.  To  the  con- 
trary, there  is  a  lot  of  the  hurt,  6.4  percent  of  the  non-defense  dis- 
cretionary cuts  come  from  agriculture.  About  4  percent  of  the  total 
spending  cuts,  including  defense,  come  from  agriculture.  And  we 
are  less  than  1  percent  of  the  budget.  Of  the  150  identifiable  cuts, 
23  come  from  the  agricultural  function. 

Can  you  help  me  understand  a  little  about  why  I  should  feel  that 
is  fair  or  what  some  of  the  policy  processes  were  that  went  into 
that? 

Again,  I  want  to  make  you  understand,  I  am  supporting  all  100 
percent  of  those  cuts.  I  am  not  arguing  against  them,  but  I  would 
like  somebody  to  help  me  understand  the  rationale  of  how  that 
came  about. 

Dr.  Tyson.  Okay.  I  think  that  effort  here  was  initially  an  effort 
to  try  to  achieve  balance  defined  in  a  wide  variety  of  ways  to  try  to 
achieve  relative  balance  between  the  revenue  side  and  the  spend- 
ing side  then,  within  spending,  to  try  to  achieve  balance  by  hitting 
all  large  categories  of  spending  to  some  extent.  That  is  to  say,  hit 
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defense,  hit  non-defense  discretionary,  to  hit  entitlements.  There  is 
a  notion  of  trying  to  make  sure  all  the  major  components  of  spend- 
ing were  affected. 

There  was  also  an  effort  to  find  balance  across  income  groups. 
But  in  that  case,  balance  meant  to  do  this  in  such  a  way  as  to  re- 
verse some  of  the  inequities  or  restore  some  of  the  progressivity  to 
the  taxation  and  expenditure  system  that  had  been  reversed  in  the 
1980's. 

On  the  issue  of  the  energy  tax,  there  was  an  attempt  to  choose 
an  energy  tax  which,  compared  to  alternatives  such  as  the  coal  tax 
or  gasoline  tax  or  oil  import  fee,  would  have  very  much  less  pro- 
nounced regional  differences. 

Finally,  there  really  was  some  attempt.  And  maybe  we — maybe 
looking  at  the  numbers,  you  think  we  didn't  get  as  far  as  we  might 
have.  There  was  an  attempt  in  the  discussions  to  achieve  some 
rural-urban  balance  or  agriculture-industry  balance. 

We  have  put  into  the  spending  packages  some  items  which  we 
believe  the  agricultural  sector  will  benefit  from.  We  have  put — but 
our  efforts  in  reaching  balance  in  all  these  dimensions  may  have 
ended  up  being  somewhat  off  from  perfect  balance.  This  is  a  very 
complicated  task  of  trying  to  build  a  whole  from  the  sum  of  parts, 
always  looking  for  balance.  And  when  you  finally  look,  maybe  the 
balance  isn't  quite  what  anybody  would  personally  want. 

But  the  overall  impact,  I  think,  for  whether  you  are  an  urban 
dweller  or  rural  dweller  or  industrialist  or  homemaker,  has  got  to 
be  seen  in  terms  of  getting  the  net  interest  burden  of  the  govern- 
ment down,  getting  the  interest  rates  of  this  country  down,  and 
shifting  the  composition  of  spending  towards  investment. 

I  would  only  argue  that  all  of  us,  regardless  of  where  we  live, 
should  benefit  from  that.  That  is  how  I  would  answer  your  ques- 
tion. 

Chairman  Sabo.  Would  you  yield  just  a  second? 

There  is  one  thing  I  am  sort  of  curious  about,  and  it  is  not  direct- 
ly related  to  agriculture  but  it  is  to  rural  communities. 

I  am  curious  if  there  has  been  any  study  of  where  the  earned 
income  tax  credit  flows?  My  instinct  tells  me  that  most  individual 
advocates  are  urban,  and  a  significant  part  of  the  money  may  flow 
to  rural  communities.  But  I  am  not  sure. 

Dr.  Tyson.  We  have  talked  about  that  issue  much  more  in  terrns 
of  the  overall  issue  of  how  you  handle  fully  employed  workers  in 
the  United  States  who  are  not  at  the  poverty  level. 

It  is  a  very  interesting  observation  and  suggestion  you  are 
making  and  something  worthy  of  a  look.  We  can  look  at  that  with 
Treasury  and  should  look  at  that  with  Treasury. 

Chairman  Sabo.  I  think  it  would  be  useful  for  members  to  have. 

Mr.  Stenholm.  I  agree. 

Dr.  Tyson.  That  is  a  very  good  suggestion. 

Mr.  Stenholm.  One  final  question  to  you,  then. 

Dr.  Greenspan  was  before  us  this  morning,  and  I  asked  him  a 
question  about  the  structural  deficit.  We  are  all  concerned  about 
the  structural  deficit.  I  worry  that  the  structural  deficit,  with  our 
plan  as  it  is  now  presented,  only  drops  from  $202  billion  to  $201 
billion. 


67 

My  question  to  you  as  an  economist  is  this;  is  there  a  level  of 
additional  spending  cuts  where  you  would  begin  to  advise  the 
President  that  we  have  gone  too  far  in  the  direction  of  spending 
cuts? 

Dr.  Tyson.  I  wouldn't — again,  I  tend  to  think  of  it  as  the  overall 
size  of  the  package. 

Here  is  the  challenge  in  getting  it  right.  The  challenge  is  that, 
although  deficit  reduction  is  beneficial  to  the  economy  over  the 
long  run,  by  getting  interest  rates  down  and  by  reducing  the  inter- 
est payments  on  the  debt,  deficit  reduction  in  the  short  run  means 
either  increases  in  taxes  which  are  contractionary  by  themselves  or 
cuts  in  government  spending  which  are  contractionary  by  them- 
selves. You  are  taking  demand — taking  money  out  of  the  economy 
by  cutting  government  spending. 

Now,  the  way  you  keep  the  economy  growing  through  this  proc- 
ess is,  as  the  government  spends  less — or  as  the  government  taxes 
more,  you  also  encourage  lower  interest  rates.  Lower  interest  rates 
come  in,  and  they  infuse  additional  private  spending  into  the  econ- 
omy so  you  don't  end  up  with  a  net  contraction. 

The  danger  of  doing  this  very  fast  or  doing  it  even  bigger,  trying 
to  get  a  surplus,  say,  by  1997,  would,  I  think,  be  that  you  run  the 
risk  of  really  pushing  the  economy  into  a  recession  because  you  are 
taking  too  much  out  of  it  too  fast. 

Mr.  Stenholm.  That  is  what  I  am  trying  to  get  at.  I  agree  with 
you  on  that.  I  am  trying  to  see — and  I  know  you  support  the  pack- 
age  

Dr.  Tyson.  Absolutely. 

Mr.  Stenholm.  [continuing]  as  it  is. 

Dr.  Tyson.  Yes. 

Mr.  Stenholm.  What  I  am  trying  to  say  is,  is  there  a  level  where 
you  would  say  we  are  going  too  fast? 

I  am  not  suggesting  balancing  the  budget  by  fiscal  1997.  That 
would  be  too  fast.  But  I  am  suggesting  that,  perhaps,  we  could  cut 
that  1997  structural  deficit  of  $201  billion  by  a  few  billion  without 
hurting  the  economic  program. 

Dr.  Tyson.  I  think  that's  right. 

One  of  the  questions  raised  earlier  was,  do  I  feel  absolutely  com- 
mitted to  this;  and  I  said,  the  $140  billion  is  about  right.  But  if  you 
are  talking  about  a  few  billion  either  side,  you  are  about  right  rela- 
tive to  how  the  economy  can  move  through  this  process. 

So  I  would  suggest  the  notion  of  looking  for  additional  spending 
cuts  to  try  to  increase  the  deficit  reduction  is  something  that  I  sup- 
port. I  think  that  between  where  we  are  now  and  getting  to  a  sur- 
plus in  1997,  there  is  a  lot  of  room  for  additional  spending  cuts 
without  really  jeopardizing  the  economic  recovery.  And  so  we  can 
talk  about  that  issue  of  increasing  the  size. 

Mr.  Stenholm.  As  an  economist,  and  in  your  advice  to  the  Presi- 
dent now,  can  you  give  me  an  idea  of  what  kind  of  spending  cuts 
would  be  better  and  which  ones  that  you  would  steer  away  from 
from  a  Congressional  standpoint? 

Dr.  Tyson.  Sure.  I  think  we  tried  very  hard  in  this  package  to 
look  at  spending  cuts  of  programs  we  believed  didn't  serve  a  pur- 
pose in  terms  of  adding  to  the  productivity  of  the  economy  or  cuts 
that  could  be  realized  through  greater  efficiencies  in  term  of  how 
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we  function.  For  example  on  the  issue  of  efficiency  in  government, 
the  cuts  in  administrative  costs,  costs  of  government,  controls  on 
Federal  pay  levels,  the  notion  was  that  we  should  be  able  to  make 
those  cuts  without  jeopardizing  how  the  government  functions  or 
how  the  economy  functions. 

So  we  were  looking  for  cuts  like  that. 

At  the  same  time,  we  were  adding  spending  where  we  felt  the 
economy  was  jeopardized  by  under  spending  of  the  government.  So 
we  need  to  spend,  we  believe,  as  I  said  earlier,  more  on  infrastruc- 
ture, more  on  education,  more  on  civilian  technology,  even  as  we 
are  cutting  out  subsidies  to  honey  bees  or  even  as  we  are  cutting 
out  unnecessary — cutting  out  100,000  workers  from  the  agency 
work  force.  We  have  to  figure  out  ways  to  change  the  composition 
of  spending  even  as  we  increase  some  and  decrease  others. 

Let  me  say,  I  want  to  emphasize  something  which  the  numbers 
don't  show  here,  but  they  are  there  if  you  do  the  calculation.  We 
have  come  through  a  decade — more  than  a  decade  where,  despite 
the  talk  about  the  size  of  the  government  and  despite  the  need  to 
cut  government  spending,  government  spending,  as  a  share  of 
output,  has  actually  gone  up. 

If  you  look  at  this  plan,  you  will  see  government  spending,  as  a 
share  of  output,  going  down.  This  is  another  reversal  not  so  much  a 
remarked  upon  reversal,  but  it  is  important. 

If  you  look  at  total  outlays  compared  to  GDP  over  the  course  of 
the  plan,  even  as  we  change  the  composition  of  spending,  we  are 
reversing  the  growth  in  government  compared  to  the  size  of  the 
economy,  which  we  have  allowed  to  occur  over  the  past,  more  than 
decade.  So  I  think  it  is  important  to  recognize  that  this  is  really  an 
effort  to  reverse  the  trend  of  growing  government  claims  on  the 
economy. 

Mr.  Stenholm.  That  truly  is  one  of  the  positive  aspects. 

Thank  you. 

Chairman  Sabo.  Clearly  you  are  asking  for  significant  public  in- 
volvement with  the  private  sector  in  terms  of  R&D. 

Dr.  Tyson.  Yes. 

Chairman  Sabo.  My  sense  is  a  program  that  has  worked  very 
well  is  SEMATECH  which  has  been  funded  through  Department  of 
Defense.  It  is  not  really  a  defense  program  but  rather  a  joint 
public-private  research  effort  to  improve  the  manufacturing  tech- 
nology for  semiconductors.  From  what  I  understand,  our  market 
share  in  semiconductors,  which  had  dropped  substantially,  is 
coming  back. 

Dr.  Tyson.  Yes. 

Chairman  Sabo.  And  there  are  advances  being  made.  There  are 
many  details  I  have  not  seen  of  your  program.  My  sense  is  that 
that  is  the  type  of  joint  venture  that  you  are  looking  for  both  in 
computers  and  in  other  areas  of  our  economy.  Is  that  accurate? 

Dr.  Tyson.  Yes,  I  think  that's  right.  It  is  very  consistent  with  the 
notion  of  not  just  bringing  the  size  of  government  down  but  of 
really  changing  the  relationship  of  the  government  with  the  pri- 
vate sector.  It  focuses  on  spending  more  government  money  on 
these  cooperative  partnerships  with  the  private  sector  which  we  be- 
lieve enhance  productivity  and  improve  market  share  and  create 
job  prospects  for  American  workers,  and  moves  away  from  govern- 
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ment  programs  which  really  are  in  the  nature  of  entitlements 
which  reflect  past  decisions  but  no  longer  address  the  needs  of  the 
economy. 

Chairman  Sabo.  In  your  economic  assumptions,  you  follow  CBO's 
which  are  rather  modest? 

Dr.  Tyson.  Yes. 

Chairman  Sabo.  You  have  another  projection  of  economic  as- 
sumptions which  assumes  your  package  is  adopted  but  which  you 
don't  follow  for  budget  purposes. 

Dr.  Tyson.  For  budget  purposes,  right. 

Chairman  Sabo.  I  think  that  is  important.  To  what  degree  are 
your  projections  of  future  growth  dependent  on  assumptions  that 
we  do  some  of  these  new  things  in  terms  of  developing  joint  public- 
private  ventures  on  technology? 

I  know  it  is  difficult  to  pull  out  any  one  component. 

Dr.  Tyson.  I  think  the  easiest  way  to  see  this  is  to  say  that  those 
kinds  of  partnerships,  all  of  the  public  investment  parts  of  this  pro- 
gram in  education,  technology,  or  infrastructure,  like  all  invest- 
ment, they  have  slow  pay  off  overtime.  They  don't,  all  of  a  sudden, 
give  you  a  boost.  They  pay  off  slowly. 

You  see  our  attempts  to  incorporate  that  into  our  outyear  growth 
assumption.  If  you  look  at  the  CBO  numbers  in  1996,  1997,  1998, 
they  are  trending  down.  They  are  making — CBO  is  making  the  as- 
sumption we  get  to  the  full  output  capacity  in  the  economy,  we  go 
through  full  recovery;  and  once  we  are  out  in  a  fully  recovered 
economy,  and  because  our  productivity  growth  is  slow,  and  labor 
growth  rate  is  coming  down,  that  our  long-term  growth  rate,  inde- 
pendent of  cycles,  is  actually  going  to  be  trending  down  from  2  to 
1.8. 

Now  we  are  arguing  that  because  of  our  investments,  because  we 
will  increase  employability  of  many  Americans,  and  add  to  technol- 
ogy and  infrastructure,  that  actually  we  will  get  an  increase  in  our 
productivity  growth. 

So  if  you  look  at  our  long-term  growth  rate  out  there,  we  are  pro- 
jecting on  the  order  of  2.5  compared  to  the  CBO  number  of  1.8, 
which  is  quite  pessimistic  in  outyears.  Some  economists  will  say  2 
for  the  long-range  growth  rate.  We  assume  that  is  without  our  poli- 
cies. 

If  you  add  our  policies,  we  expect  in  the  second  part  of  this 
decade  a  productivity  enhancement  which  will  give  us  a  half  per- 
centage point  or  so  of  long-run  growth  potential  which  adds  up 
over  time.  This  is  similar  to  compound  interest  over  years. 

Chairman  Sabo.  One  of  my  questions  to  Mr.  Greenspan  was  that 
if  you  look  back  into  the  1980's,  assuming  no  difference  in  total  pri- 
vate investment  in  this  country,  but  assuming  that  more  of  that  in- 
vestment had  been  oriented  towards  plant  and  equipment  or  R&D 
rather  than  into  buildings,  what  would  the  impact  had  been  on  the 
economy  today? 

Dr.  Tyson.  The  Council  on  Competitiveness,  the  private  sector 
counsel  which  was  set  up  by  John  Young  and  is  now  headed  by 
George  Fisher  of  Motorola,  they  do  very  interesting — they  come  out 
with  competitive  indicators  every  year,  and  they  compare  the  U.S. 
to  other  advanced  industrial  countries  on  plant  and  equipment  in- 
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vestment.  If  you  look  over  the  past  19  years,  the  U.S.  has  had  the 
slowest  rate  of  growth  in  plant  and  equipment  expenditure. 

We  have — I  would  say  where  that  shows  up  fundamentally  is  in 
our  overall  productivity  growth  rate.  You  can  do  a  simple  calcula- 
tion, look  at  real  growth  of  wages  that  we  can  afford  to  pay  our- 
selves over  time,  it  depends  on  the  growth  of  labor  productivity.  If 
you  look  at  growth  of  labor  productivity,  it  depends  on  growth  in 
plant  and  equipment  expenditures  over  the  increase  in  the  labor 
force. 

If  we  had  invested  more  in  plant  and  equipment  relative  to  the 
labor  force,  we  would  have  had  more  productivity.  A  representative 
statistic  would  be  the  following:  Compensation — real  compensation 
for  employees  grew  at  about  0.7  percent  a  year  since  1979.  If  it  had 
grown  at  2  percent  rather  than  0.7,  then  workers  would  have 
earned  something  on  the  order  of  $39,000  a  year  rather  than 
$30,000  a  year.  So  this  really  adds  up  over  time. 

It  is  the — plant  and  equipment  investment  goes  into  productivity, 
productivity  ultimately  goes  into  take-home  paychecks  and  that  is 
how  I  would  say  we  would  be  better  off  in  some  sense.  If  we  could 
get  that  plant  and  equipment  investment  up  and  keep  it  up  for  a 
decade,  we  would  do  much  better  in  terms  of  what  we  could  gener- 
ate in  real  income  growth  for  our  citizens. 

Chairman  Sabo.  Before  I  yield  to  Mr.  Wise,  let  me  indicate 
that — something  I  want  to  talk  to  you  about  in  the  future,  probably 
after  the  budget  process,  is  that  in  my  judgment,  the  most  funda- 
mental change  that  occurred  over  the  last  15  years  was  the  funda- 
mental change  in  flow  of  income  in  this  country.  The  change  was 
very  dramatic. 

I  happen  to  represent  an  urban  area  and  I  think  its  impact  was 
dramatic.  In  1977,  the  bottom  40  percent  in  our  society  had  income 
twice  that  of  the  top  1  percent;  today  that  relationship  is  50-50, 
fundamentally  a  revolution  of  where  income  flows  in  this  society. 
In  my  judgment,  this  is  a  very  fundamental  issue  we  have  to  deal 
with. 

I  think  you  deal  with  it  partially  in  your  earned  income  tax 
credit,  and  partially  by  some  of  your  training  proposals,  but  I 
remain  very  concerned  that  even  when  we  do  those  types  of  things 
we  are  still  going  to  have  that  fundamental  problem  with  us.  I 
don't  want  you  to  respond  today,  but  it  is  an  issue  I  want  to  visit 
with  you  on  in  the  future.  Bob. 

Mr.  Wise.  Dr.  Tyson,  I  apologize  for  coming  back  in  late.  I  heard 
your  opening  statement  and  there  were  questions  I  wanted  to  ask.  I 
want  to  see  if  we  could  strike  a  deal,  I  hate  it  when  a  member 
comes  in  late  and  asks  all  the  questions  that  have  been  asked.  So  if 
I  ask  something  that  has  already  been  asked,  tell  me  that  and  I 
will  check  the  record  and  get  the  answer  later.  Save  both  of  us  a 
lot  of  time. 

I  am  a  little  confused,  and  this  is  a  question  for  my  edification  as 
much  as  anything.  I  have  heard  a  lot  of  statements  and  read  a  lot 
of  statements  about  productivity  in  the  last  few  months,  some  stat- 
ing we  have  the  lowest  productivity  rate  and  others  claiming  actu- 
ally we  have  a  high  rate,  particularly  in  relation  to  Japan  and  Ger- 
many. 
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Could  you  touch  on  that?  Is  it  our  manufacturing  productivity 
that  is  high  but  overall  productivity  that  is  not?  Is  it  that  we  are 
not  growing  at  the  same  rate  of  increase  as  other  nations?  If  we 
are  so  productive,  why  ain't  we  rich  is  what  I  want  to  ask. 

But  if  you  could  help  clear  this  up  for  me,  I  would  appreciate  it. 

Chairman  Sabo.  Before  you  respond 

Mr.  Wise.  Has  that  question  been  asked? 

Chairman  Sabo.  No.  I  have  a  phone  call  I  have  to  make  and  then 
I  have  to  go  to  a  meeting. 

I  would  just  like  to  ask  you.  Bob,  if  you  would 

Mr.  Wise.  Do  you  want  me  to  Chair  from  here  and  close  it  out? 

Chairman  Sabo.  Yes,  if  you  would. 

I  want  to  say  thank  you.  Dr.  Tyson,  you  have  been  very  helpful 
in  appearing  before  us.  We  look  forward  to  many  future  contacts 
with  you  as  we  work  to  get  this  program  adopted.  I  think  it  is  by 
far  the  most  comprehensive  program  we  have  seen  in  the  Congress, 
and  this  country  will  be  much  better  off  if  we  adopt  it  and  we 
intend  to  work  very  hard  to  see  that  that  happens. 

Dr.  Tyson.  Thank  you.  It  is  a  pleasure  to  be  here.  I  look  forward 
to  being  with  you  as  well. 

First  of  all,  we  have  to  distinguish  levels  from  growth  rates.  It  is 
the  correct  statement  that  the  U.S.  level  of  output  per  worker,  pro- 
ductivity, is  still  the  highest  in  the  world.  We  are  rich.  See,  in  a 
way  a  disturbing  phenomenon  is  that  we  are  rich.  It  is  disturbing 
because  we  look  around  and  see  we  have  many  unaddressed  prob- 
lems in  this  country  despite  the  fact  that  we  are  rich. 

We  have — well,  we  can  go  through  a  laundry  list  of  problems, 
but  you  and  I  both  know  we  have  many  problems  despite  that.  But 
we  are  the  most  productive  Nation,  and  we  are  one  of  the  richest 
nations  in  the  world. 

Our  rate  of  growth  of  productivity  is  really  an  issue  of  how  we 
are  doing  over  time  relative  to  the  competition.  If  you  look  over  the 
past  25  years  at  overall  rates  of  growth  of  productivity,  what  you 
see  is  that  the  U.S.  had  the  highest  level,  but  its  level  was  growing 
relatively  slowly  so  there  has  been  a  tremendous  amount  of  catch 
up,  the  rest  of  the  world  has  been  catching  up  to  our  level. 

Ultimately  in  a  competitive  world  environment,  the  rate  of 
growth  of  our  incomes,  how  fast  our  incomes  can  rise  over  time  is 
sensitive  to  the  rate  of  growth  of  our  productivity  because  the  rest 
of  the  world  is  catching  up  so  we  have  to  basically  run  hard  to  stay 
where  we  are.  And  that  is  really  the  problem.  You  have  to  distin- 
guish level  from  rates  of  growth. 

Now,  the  last  thing  is  overall  productivity  growth  versus  manu- 
facturing productivity  growth.  We  have  had  during  this  decade,  de- 
pending on  when  you  look,  during  the  last  decade  we  had  some 
years  when  our  rate  of  growth  of  manufacturing  productivity  was 
actually  very  high.  But  we  have  had  because  of  the  recession,  a 
slowdown,  now  we  are  having  a  pickup. 

What  I  want  to  say  about  this  is  there  is  a  cyclical  component  to 
productivity  as  well  as  a  long-run  component.  When  the  economy  is 
recovering  from  a  recession  and  firms  start  to  recover,  they  start  to 
increase  output.  They  don't  bring  on  workers  because  they  are  not 
certain  the  market  will  be  there.  So  you  see  a  tremendous  burst  of 
productivity  growth. 
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Now,  that  ultimately  is  not  sustainable.  Ultimately,  what  compa- 
nies do  is  bring  on  more  workers  and  the  productivity  growth  de- 
clines. 

So  the  thing  for  us  to  worry  about  is  the  long-run  productivity 
growth  independent  of  the  cyclical  phenomena  compared  to  other 
nations. 

Mr.  Wise  [presiding].  The  second  question  I  have  is — this  may 
have  been  touched  on  so  please  say,  that  is  nice,  Bob,  and  we  will 
move  on.  This  is  on  the  short-term  stimulus  package,  and  the  state- 
ment was  made  by  some  that  what  value  is  the  $30  billion  package 
in  a  $6  trillion  economy,  particularly  when  you  are  dealing  with 
the  infrastructure  component  of  it,  which  is  several  billion  dollars. 
Once  again;  what  is  the  value  of  a  $5  billion  or  $6  billion  invest- 
ment in  a  $6  trillion  economy? 

There  are  some,  I  am  one  of  them  who  would  argue  that  what 
you  are  looking  at  is  not  just  a  dollar  return,  you  are  looking  at  a 
long-term  investment  that  has  value  beyond  just  the  year  that  you 
are  looking  at,  but  I  am  not  asking  necessarily  for  agreement.  I 
asked  this  question  of  Dr.  Greenspan,  and  I  wonder  if  you  care  to 
comment  about  whether  there  is  a  need  to  look  at  this  thing 
beyond  simply  some  kind  of  one-to-one  return  as  though  you  put  in 
$30  billion  and  juice  up  the  economy  $30  billion  but  that  is  all 
there  is. 

Dr.  Tyson.  First  of  all,  I  would  agree  with  your  position.  We 
chose  to  put  into  that  package  precisely  those  items  which  we  be- 
lieve have  both  a  short-run  return,  that  is  people  will  be  employed 
to  do  these  things  and  that  is  the  short-run  return.  Incomes  will  be 
created  for  those  people  and  they  will  spend  the  incomes  and  that 
will  create  more  jobs  and  that  is  still  a  short-run  return,  but  what 
the  people  employed  will  be  doing  is  adding  to  the  capacity  of  the 
economy  in  the  future  by  building  roads  or  working  on  environ- 
mental projects  or  working  on  technology  projects  so  it  is  a  short 
run  and  a  long  run.  It  is  a  win-win  in  the  short  run  and  in  the  long 
run. 

As  far  as  whether  it  is  big  enough  in  a  $6  trillion  economy,  the 
answer  is  we  are  trying  a  very  delicate  balancing  act.  We  want  to 
improve  the  economy's  recovery  prospects  but  we  don't  want  to  un- 
dermine the  economy's  long-run  deficit  reduction  needs.  So  $30  bil- 
lion is  a  cautious  package.  It  is  not  threatening  to  our  long-run  def- 
icit problem,  but  it  is  big  enough  based  on  econometric  exercises  we 
have  done  to  generate  an  additional  500,000  jobs  over  and  above 
what  the  economy  in  a  recovery  phase  is  likely  to  generate. 

In  addition,  I  think  it  is  likely  to  generate  for  the  American 
people  a  recognition  of  the  fact  that  we  are  doing  something,  that 
people  voted  for  a  change.  They  wanted  to  have  a  sense  that  their 
leadership  said  we  have  a  problem  both  short  run  and  long  run. 
We  have  to  help  the  recovery  in  the  short  run,  we  have  to  solve  the 
deficit  in  the  long  run,  and  this  package  does  both.  I  think  it  will 
have  a  tremendous  positive  effect  on  the  expectations  in  the  busi- 
ness community  and  in  the  consumer  community. 

Mr.  Wise.  Brief  question,  the  administration  has  not  stated  a  po- 
sition on  capital  budgeting.  There  are  a  number  of  us  who  would 
urge  that  at  some  point.  I  recognize  in  the  first  month  it  is  hard  to 
do  something  that  complex.  I  just  wonder  if  you  have  observations 


73 

on  that.  I  am  growing  increasingly  frustrated  in  the  past  few  years 
at  having  to  treat  consumption  and  capital  investment  in  the  same 
vein. 

So  we  are  going  to  cause  a  lot  of  pain  to — a  lot  of  pain  can't  be 
averted,  I  know,  but  we  will  cause  pain,  some  of  it  needlessly  be- 
cause we  don't  account  for  investment  and  infrastructure,  as  op- 
posed to  things  like  food  stamps,  agriculture,  veterans  or  agricul- 
ture subsidy  or  whatever  it  is. 

I  wonder  what  your  thoughts  are  on  a  capital  approach  to  the 
Federal  budget. 

Dr.  Tyson.  Well,  my  answer  would  be  the  following:  I  think  we, 
this  package  certainly  recognizes,  as  did  my  opening  statement, 
that  there  are  different  kinds  of  government  spending,  and  spend- 
ing on  interest  on  the  debt  is  not  something  we  want  to  do.  That  is 
a  current  consumption  item.  We  have  to  do  it.  We  will  do  it,  honor 
our  commitments,  but  we  would  like  to  get  the  debt  burden  down. 

At  the  same  time,  spending  on  infrastructure  or  education  is 
good  government  spending,  it  adds  to  the  economy.  It  is  an  invest- 
ment, and  we  want  to  get  that  growing.  At  the  same  time,  it  is 
probably  important  to  move  towards  a  capital  budgeting  process 
gradually.  That  is  for  now,  I  think,  what  is  most  important  is  get- 
ting the  overall  level  of  government  spending  relative  to  the  size  of 
the  economy  down,  getting  the  deficit  down  as  a  percentage  of 
GDP,  getting  the  debt  to  GDP  ratio  to  slow  down,  and  if  we  had 
tried  at  this  moment  to  try  to  start  calling  things  capital  and  con- 
sumption and,  et  cetera,  you  would  run  the  risk — we  would  all  be 
involved  in  discussing  how  you  score  something,  and  not  in  the  real 
problem  which  is  deficit  reduction. 

Mr.  Wise.  Fair  enough.  So  you  don't  rule  that  out  in  the  future, 
though? 

Dr.  Tyson.  No,  I  would  not. 

Mr.  Wise.  I  can  come  and  talk  to  you,  along  with  others,  in  the 
future. 

Dr.  Tyson.  Please  do. 

Mr.  Wise.  I  would  like  to  make  an  editorial  comment,  and  I 
made  this  in  the  meetings  that  the  President  held  with  members 
and  others,  that  I  am  supportive  of  the  package  and  certainly  sup- 
portive of  the  economic  stimulus  package.  I  Chair  the  Economic 
Development  Subcommittee  on  Public  Works  and  we  just  complet- 
ed 3  days  of  hearings. 

One  thing  that  concerns  me  is  in  the  short-term  package,  if  we 
drag  the  process  out,  and  I  am  not  criticizing  the  agreement  that 
has  been  made  with  the  House  Leadership,  that  is  not  what  I  am 
saying,  if  we  drag  the  process  out  in  getting  the  money  out,  par- 
ticularly with  the  CDBGs  and  the  infrastructure,  then  we  run  the 
risk  of  not  achieving  the  credibility  you  just  referred  to  with  the 
American  people. 

My  concern  is,  and  I  refer  back  to  a  GAO  study  dealing  with  the 
1983  jobs  bill  where  they  found  that  putting  the  money  out 
through  the  supplemental  appropriation  process,  really,  you  didn't 
get  the  bulk  of  the  money  out  for  2  or  ^Vz  years.  So  you  ran  into 
that  countercyclical  thing  of  which  you  are  coming  out  of  a  reces- 
sion, you  are  already  out  of  it  and  yet  you  didn't  have  that  much 
impact. 
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I  think  all  of  us  want  to  see  the  short-term  impact  as  well  as  the 
long-term  investment  that  results  from  it. 

I  am  encouraging  at  every  step  of  the  way  and  every  administra- 
tion official  that  I  get  a  chance  to  talk  to,  that  both  within  the 
agencies  you  kick  hard  to  make  sure  that  they  have  got  a  process 
in  place  to  get  whatever  additional  allocation,  whether  it  is  ISTEA, 
EDAs  money  or  whatever,  that  that  money  gets  out,  that  they  have 
a  process  in  place  to  do  a  quick  turnaround,  whether  it  is  90 
projects  ready  to  go  in  90  days  or  whatever. 

I  would  hope,  too,  that  as  we  develop  the  long-term  package  that 
there  might  also  be  language  in  the  reconciliation  bill  that  tries  to 
set  up  a  structure  for  that.  I  have  a  feeling,  as  well,  that  this  may 
not  be  the  only  short-term  stimulus  package  to  come,  we  may  be 
looking  for  other  quick  jolts  along  the  way  that  result  in  long-term 
investment,  and  it  might  be  a  good  idea  to  have  a  structure  in 
place  so  the  next  time  we  get  into  this  we  have  a  process  to  go 
through  that  the  American  people  know  that  money  will  get  out 
quickly  as  opposed  to  what  I  am  afraid  may  happen  which  is  a 
dragging  out. 

My  concern  is  that  we  may  not  have  those  signs  up  this  summer 
in  late  August  while  the  construction  season  is  still  in,  those  signs 
up  over  construction  projects,  water  and  sewers,  highways,  school 
buildings,  whatever  it  is,  that  says,  Jobs  for  Americans. 

I  am  just  concerned  that  we  are  not  going  to  be  able  to  get  it  out 
quickly  enough.  I  know  the  administration  is  aware  of  it.  I  have 
spoken  to — I  know  in  the  case  of  Commerce,  I  spoke  with  Secretary 
Brown  a  couple  days  ago.  He  is  definitely  trying  to  move  EDA.  But 
I  urge  that  there  be  a  process  in  place.  We  won't  be  able  to  get  that 
in  place  on  the  appropriations  bill,  that  is  just  the  way  it  works. 

I  would  hope  that  we  can  administratively  do  it  this  time  as  we 
go  through  the  authorization  process  and  through  the  reconcilia- 
tion process  in  the  longer-term  package,  that  we  can  have  that 
kind  of  process  put  into  place. 

I  thank  you  for  listening  to  me. 

Dr.  Tyson.  Thank  you  very  much. 

Mr.  Wise.  The  gentlewoman  from  New  York,  Ms.  Slaughter. 

Ms.  Slaughter.  Thank  you.  Bob. 

Dr.  Tyson,  I  want  to  tell  you,  you  have  no  bigger  fan  in  this  city 
than  you  have  in  me.  I  have  watched  you  at  confirmation  hearings, 
committee  hearings,  and  on  ABC  where  you  were  the  most  succinct 
and  cogent  and  knowledgable  person  talking  on  this  issue  that  I 
have  heard  anywhere. 

Dr.  Tyson.  Thank  you. 

Ms.  Slaughter.  I  am  sorry  everybody  isn't  here  to  hear  you  but 
a  lot  of  markups  are  going  on  all  over  the  Hill.  I  was  determined 
wherever  I  was  that  I  wanted  to  get  over  to  talk  to  you  about  a  few 
things. 

I  Chair  a  task  force  on  women's  health,  and  I  am  sure  you  are 
perfectly  aware  that  2  years  ago  we  discovered  that  women  had 
never  been  used  in  any  clinical  trials  at  NIH;  and  that  they  had 
not  spent  10  cents  on  any  of  the  diseases  that  affect  women  like 
osteoporosis,  cervical  cancer,  and  very  little  on  ovarian  cancer. 
Some  drug  companies  had  done  research  through  grants  to  univer- 
sities, but  the  Federal  Government  thought  our  hormones  were 
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such  a  problem  for  them  that  they  couldn't  get  around  it.  We  saw 
breast  cancer  rising  in  this  country,  but  going  down  in  Canada.  It 
has  been  a  national  disgrace. 

We  struggled  hard  last  year  to  try  to  reverse  this  record.  As  a 
member  of  the  Rules  Committee,  I  recall  the  debate  last  year, 
when  some  Members  considered  our  efforts  to  include  women  in 
clinical  trials  as  a  quota  system — which  is  anathema  to  the  world, 
as  you  know.  And  even  when  we  explained  there  was  a  quota 
system  of  100  percent  white  male,  that  didn't  deter  them.  But  we 
did  manage  to  establish  an  Office  of  Women's  Health,  even  though 
the  director  of  NIH  and  the  Secretary  of  HHS  recommended  a 
veto;  arguing  that  it  was  unnecessary  and  offensive. 

And  one  of  the  reasons  that  many  of  us  are  happy  with  the  new 
administration  is  that  we  think  there  will  be  a  greater  recognition 
that  the  economic  health  of  the  country  also  depends  on  physical 
health  of  the  people  who  live  and  work  here. 

So  we  are  going  to  ask  for  some  extra  money  in  the  budget  this 
time  just  to  try  to  catch  up.  A  $600  million  appropriation  would 
make  certain  that  diseases  affecting  women  are  researched.  I 
wanted  to  make  you  aware  of  that. 

Another  one  of  my  pet  peeves.  I  have  always  believed  that  one 
reason  the  1990  budget  agreement — that  everybody  hates  so 
much — didn't  make  further  inroads  on  deficit  reduction  was  that 
the  savings  and  loan  problem  ate  us  alive.  Without  any  question,  a 
large  part  of  that  problem  has  to  do  with  RTC.  One  of  the  major 
frustrations  that  I  experienced  as  a  member  of  this  committee  was 
trying  to  find  out  from  Mr.  Seidman  why  he  did  business  with  de- 
barred contractors.  His  answer  to  me  was  that  he  did  it  because  he 
could;  he  didn't  have  any  restrictions  on  him  and  he  was  moving 
right  a  long. 

We  hear  this  morning  that  the  RTC  paid  over  $1  million  in  bo- 
nuses in  1992.  We  know  they  paid  $35  an  hour  in  a  contract  to  get 
people  to  Xerox  papers.  They  closed  ailing  banks  that  could  have 
gotten  well.  The  RTC  sent  out  inaccurate  forms  on  interest  income 
to  people  who  were  customers  of  a  failed  bank  in  Virginia. 

What  are  the  Clinton  administration's  plans  for  RTC?  I,  frankly, 
think  we  need  a  thorough  review  to  determine  who  won  with  RTC? 
We  know  who  lost.  Every  one  of  us  lost.  I  would  like  to  know  what 
your  plans  are. 

Dr.  Tyson.  The  RTC  issue  really  isn't  covered  in  this  budget  pro- 
posal, as  you  know.  I  believe  that  the  Treasury  will  be  working  se- 
riously to  look  at — the  savings  and  loan  crisis  is  still  a  crisis  which 
we  have  not  completely  resolved.  We  have  to  deal  with  the  unfund- 
ed portion  of  the  problem,  but  in  dealing  with  it  we  have  to  look  at 
the  issue  of  how  the  RTC  functions,  how  it  has  functioned,  how  it 
should  function,  and  there  will  be  an  effort  to  do  that  combined 
with  an  effort  to  finally  address  this  challenge  once  and  for  all.  We 
have  to  get  this  behind  us.  This  problem  cannot  go  away  of  its  own 
accord,  but  the  more  we  don't  address  it,  the  bigger  it  becomes.  So 
it  will  be  a  priority  issue  with  the  review  of  the  RTC. 

Ms.  Slaughter.  Excellent.  I  am  certainly  glad  to  hear  that. 

I  would  like  to  ask  you  about  the  plans  for  high-speed  rail.  We 
know  we  have  been  very  much  behind  in  this  country  of  our  Euro- 
pean and  Asian  counterparts.  I  know  there  was  funding  in  this 
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budget  for  MagLev,  but  it  was  funded  at  $27  million  and  since  that 
is  so  far  down  the  road  I  was  curious  as  to  how  the  administration 
viewed  MagLev  versus  high-speed  rail,  which  is  something  we 
could  develop  right  away? 

Dr.  Tyson.  We  consider  some  mass  transit  spending  in  our  in- 
vestment package.  MagLev  is  really  looking  at  a  technology  which 
will  most  likely  not  make  a  vast  change  in  the  American  transpor- 
tation system  in  the  short  run  but  high-speed  rail  will  be  part  of 
our  spending  on  infrastructure.  So  I  agree  and  I  think  that  is  how 
we  will  finance  it. 

Ms.  Slaughter.  Very  good.  I  am  very  anxious  to  see  that  in  the 
Northeast  corridor. 

I  don't  know  whether  this  a  question  or  a  statement  to  tell  you 
the  truth  but  since  I  have  been  on  the  Budget  Committee,  I  have 
been  part  of  a  group  trying  to  find  further  defense  cuts  and  to  de- 
velop a  strategy  for  economic  conversion.  We  were  able  to  eke  out 
$1  billion  for  conversion  last  year.  Frankly,  I  don't  know  what  hap- 
pened to  the  money,  if  it  was  used  for  retraining  at  all.  I  have  read 
several  reports,  including  one  by  William  Kaufman  of  Brookings 
that  says  we  can  make  much  deeper  defense  cuts  this  year.  Mr. 
Kaufman  has  made  a  proposal  to  cut  $25.2  billion  without  doing 
any  harm  to  us.  That  would  be  enormously  important  if  we  could 
manage  to  bring  that  off. 

Do  you  think  the  administration  has  taken  a  sufficient  look  at 
what  we  can  do  to  cut  defense? 

Dr.  Tyson.  I  believe  that  we  have.  We  are  going  from  a  much 
more  ambitious  set  of  cuts  originally  proposed  under  the  Bush  ad- 
ministration. There  has  been  some  slippage  from  those  cuts  and  we 
have  added  that  in  as  things  we  really  must  do.  So  I  believe  that 
relative  to  the  needs  of  doing  this  without  jeopardizing  our  defense 
and  also  without  speeding  up  the  process  in  a  way  which  would 
cause  greater  dislocation,  that  we  have  come  up  with  a  very  bold 
package  and  one  that  we  can  handle  without  jeopardizing  our  other 
interests. 

That  doesn't  mean  in  the  next  part  of  this  decade  we  won't  look 
for  more.  It  simply  means  that  I  believe  we  have  the  right  amount 
relative  to  all  considerations,  deficit  reduction,  national  security, 
and  the  need  to  have  this  process  move  gradually;  just  as  our  build- 
up was  gradual,  our  build  down  must  be  gradual,  as  well. 

Ms.  Slaughter.  Thank  you  very  much. 

Mr.  Wise.  Dr.  Tyson,  I  want  to  thank  you  for  your  patience  and 
for  coming  before  the  committee.  It  has  been  very  enlightening, 
and  we  look  forward  to  working  with  you  in  what  I  understand  is  a 
fast  paced  schedule  over  the  next  couple  years. 

Dr.  Tyson.  Exactly,  right.  I  am  sure  I  will  see  you  soon.  Thank 
you  very  much. 

Mr.  Wise.  I  declare  this  hearing  adjourned. 

[Whereupon,  at  4:30  p.m.,  the  committee  was  adjourned.] 
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